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PREFACE 


-The object of publishing the Annals of the Hitotsubashi Academy is to 
make available in overseas countries the results of studies undertaken by 
Hitotsubashi University, as a supplement to the following periodicals issued 
in the Japanese language, viz.:— 

a) Hitotsubashi Ronso (The Hitotsubashi Review) monthly, edited by 

the Hitotsubashi Academy. 
Annual Reports on political economy, commerce, law and social 
science, edited by the Hitotsubashi Academy. 

b) Keizai Kenkyu (The Economic Review), edited by the Institute of 

Economic Research. 

Although the Annals will in principle contain the results of investiga- 
tions carried out by the University, the Academy will be happy to afford 
space for articles contributed by learned societies and individuals throughout 
the world. 

The Hitotsubashi Academy which edits and publishes the Annals is an 
academic society formed by the staff members of Hitotsubashi University 
(formerly known as the Tokyo University of Commerce). Established in 
the year 1875, it is a representative state university of social science in 
Japan, having at present four faculties (economics, commerce, law and 
social science) and two institutes for economic research and business re- 
search. Students number 2,000, and staff 150. Established originally 
on the lines of the School of Business Administration of Harvard Univer- 
sity in the United States, the University has now in reality become an 
outstanding university of social science in Japan. 
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The issue of the Axnals in the English language has long been planned, 
but could not be realized owing to various circumstances such as inade- 
quacy of funds, etc. It has long been felt that there is an urgent need 
to make known in foreign countries the actual situation of Japanese 
economy and its problems, and the first issue -will be a special number 
containing an analysis of the post-war economy in Japan. 

The Annals will be published regularly twice a year to include studies 
undertaken by the staff members, not necessarily confined to political econo- 
my but including all fields of social science. 

Another very important object in publishing the Amnals is the earnest 
desire of the Society to improve relations with overseas countries, so as to 
further the development of friendship and culture throughout the world, 
and the Society wishes to take this opportunity of soliciting the kind assis- 
tance of universities, research institutes and academic circles abroad. 


Ichiro Nakayama 


President, Hitotsubashi University 


WHE THEORY OF “SUPPLY-MULTIPLIER” 
INO KEPERENCE | TO 
THE POSTWAR ECONOMIC SITUATION IN JAPAN 


By KANAME AKAMATSU 


Professor of Economic Policy 


The terminology ‘‘supply-muitiplier” does not appertain to the com- 
mon property of economics, but the author is compelled to use it to explain 
-the disinflationary process in the postwar economic situation in Japan. 
The term is applied to the situation of structural under-production as 
against the Keynesian ‘‘investment multiplier” applied to that of structural 
over-production. 


I 


As a result of the war and the surrender, Japan lost 44% of her ter- 
ritory, and about 30% of the total structures in Japan proper, including 
factories and dwellings were destroyed or burnt down by air-raids and 
subsequent fires. The index of production (mining and industry) fell to 
31.7% in 1946 (average of 1933-35=100), and the acreage of the arable 
land in Japan proper diminished from about 5,800,000 chobu in 1941 to 
5,200,000 chobu. Rice fields decreased from 3,180,000 chobu to 2,800,000 
chobu (1 chobu=about 2 acres), reducing the rice ‘crops from 55,000,000 
koku to 39,000,000 koku (1 koku=about 5 bushels) in 1946. On the other 
hand, the population in Japan proper increased from 73,000,000 in the year 
1940 to about 80,000,000, being augmented by repatriates from the lost ter- 
ritories and foreign countries. Under these conditions of under-production, 
especially the food shortage, inflation was inevitable. But there was also 
a considerable volume of unemployment due to the closing ef factories and 
plants engaged in the production of war munition. In these circumstances 
the government was confronted by two urgent tasks, namely, to re-employ 
the workers shut out of the closed factories and arsenals as well as to tide 
over the inflation. In 1946 the Minister of Finance insisted in the 90th 
Diet on a swollen budget, pointing out that large investments would be 
necessary in order to attain full employment. ‘‘ An increase of money and 
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the soaring of prices under conditions of under-employment is not inflation, 
even if considered so in the usual sense, and can never be subdued by 
deflation policies. The main objective under the circumstances, in which 
the unemployment of workers and other factors of production exist, is to 
mobilize these factors and recommence prodtctiveé activities. In order to 
attain this objective, money inflation is not only not detrimental, but 
provides the means of a truly sound budget.” Although the Minister’s 
intention was prevented by the attacks of anti-inflationists, the opinion he 
advanced deserves attention because his argument was based on the authority 
of Keynes, of whom he is an ardent admirer. 

Post-war inflation in Japan was almost halted during the second half 
of the year 1948, although the decisive check appeared to come from the 
balanced budget and the formulation of the policy sponsored by Mr. Dodge 
in 1949. The feal reasons for overcoming the inflation were, in my opinion, 
the increase of production and importation of foodstuffs and other material 
aid from the Garioa Fund and Eroa Fund of the United States. Produc- 
tion and the excess of imports increased each year as follows: 


(Production 1933-35=100) Import Excess 
Combined Mining Industry (mllion dollars) - 
1945 50.5 65.4 = 49.5 
1946 OL 58.6 28.9 202.1* 
1947 41.6 78.1 hee 352.6 
1948 Disa 100.0 Lepde) | ¢ 424.3 
1949 75.8 121 Caney 390°7 


* From Sept. 1945 to Dec. 1946. 


II 


The post-war economic situation in Japan, and of other countries 
which endured war, has been entirely contrary to that from which the 
Keynesian theory of investment multiplier was derived. Even if there had 
been considerable unemployment in post-war Japan, larger investments 
would have been ineffective or effective only in increasing prices, because 
of the serious shortage of materials and foodstuffs, making production 
elasticity almost zero. As to the theory of foreign trade multiplier of 
Mr. Harrod analogous to the investment multiplier, the value of an export 
or export surplus in these conditions will not generate real income, larger 
exports increasing the money income but producing also a proportionate 
rise in prices. Multiplier theories are only effective under conditions of 
over-production and structural unemployment, and the practical effect 
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which the theory intends to attain is to create effective demand. The 
multiplier theory of Keynes, therefore, should rather properly be called 
the theory of demand multiplier. In the contrary case of uner-production 
and shortage of materials, the supply side must naturally be taken into 
consideration and there can be perceived something like the multiplier 
theory, creating effective supply, and subsequently real income and emloy- 
ment. 

Keynes recognized the situation of ‘‘true inflation” when new invest- 
ment is continuously added after full employment is attained. Such invest- 
ment is not only ineffective but injurious because it merely encourages 
inflation. In the case of over-production and chronic unemployment, mone- 
tary investments and an export surplus generate effective demand and 
create employment. ‘“‘If the Treasury were to fill old bottles with bank- 
notes, bury them at suitable depths in disused coal-mines which are then 
filled up to the surface with town rubbish, and leave it to private enter- 
prise on well-tried principles of laissez-faire to dig the notes up: again,... 
there need be no more unemployment and, with the help of the repercus- 
sions, the real income of the community, and its capital wealth also, would 
probably become a good deal greater than it actually is.”! This is a typical 
formulation of the theory of demand multiplier. In the usual case of 
Keynes it is assumed that the elasticity of production is greater than unity, 
and therefore the multiplier effect of investments becomes weaker as the 


elasticity of production becomes smaller until it has no effect in the case 

1 
mts’ 
is also ineffective under inflationary conditions.2 Aggregate income Y is 
greater as the multiplicand X (value of exports) is larger and as m (the 
propensity to import) is smaller. But in true inflation such a condition 
will raise prices as well as money income, leaving real income unchanged, 
and if there is some export surplus the real income will be diminished. In 
this case it can be said that exports may be a loss, and imports an addition 
to the real national income. 


of true inflation. Harrod’s foreign multiplier, expressed as Y=(X+ V) 


III 


If there arises a condition of true inflation due to a shortage of 
materials and motive power resulting in unemployment, it is necessary to 


1 J. M. Keynes, The General Theory of Employment, Interest and Money (London, 1936), p. 
129, 

2D. H. Robertson, “Mr. Clark and the Foreign Trade Multiplier,”’ in: The Economic 
Journal, June 1933, pp. 354-356. Here the formulation of Harrod in his International Economics 
is expressed with different indications. 
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supply such raw mateials and means of production through home produc- 
tion, and especially through importation, when the home production of 
such materials is difficult owing to the lack of capital goods and materials. 
Here we must consider first the import effect of the materials for produc- 
tion. Some raw materials, it is assumed, are imported on foreign credit. 
Labour and other factors of production combined with these materials are 
employed to produce commodities in the first stage of production. Of the 
manufactured goods of the first stage, some will be directly consumed as 
consumption goods, such as cotton yarn produced from raw cotton is 
consumed as sewing-thread, other yarn will be exported, and the remaining 
part will be utilized in the next stage of production as intermediary goods, 
thereby labour and other factors are again employed to produce some more 
complicated manufactured goods. The second stage of production produces 
commodities of added value, for example, cotton cloth, of which some 
part will be consumption goods, some part will be exported and the re- 
maining part will be utilized in the third stage of production, in which 
this process will be repeated. As these processes continue from the first 
stage of production to higher stages, the imported raw materials diminish 
in relative value of the whole product, and at last will be extinguished. 
Then the process which originated from the importation of raw materials 
comes to an end, having employed much labour and other factors at each 
stage of production, which would fot have happened unless the original 
materials had been imported. 

The process of propagative production at continuous stages can be 
conceived as unlimited, although it is usually limited to a number of 
stages of vertical productive processes. Raw cotton is transformed into 
cotton yarn, then raw cloth—bleached and refined cloth—printed and fancy 
cloth—cotton dresses, reaching the last stage of consumable goods, the 
process appearing to have gone through a limited number of vertical 
stages. But cotton yarn may be transformed into many other productive 
goods, for example, into fishing nets, which in turn transform their value 
into fish and fish oil which can be used again as material of production, 
or into needle cloth applied to comb raw cotton or into tires for motor 
cars. The original raw cotton imported transfers its value to numerous 
products produced in unlimited or circulating stages, but with a diminishing 
ratio of the total value of the new products, until at last, it becomes 
negligible. This propagative process can be started from raw materials or 
equipment or some intermediary products, and the real productive processes 
are composed of several series—cotton series, iron series, coal and electric 
power series, or some imported machines series. 

For the sake of simplification we must extract one series, in which 
we can express the process as follows, indicating original materials -as. P,, 
successive intermediary products as P2, Ps, Py,+++++ and part of the products 
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which disappear as direct consumption goods as Cj, Cy, Cs, Ci, se and 


those which disappear as export goods as Fy, Eo, Es, Ey, ++ . We can 
assume that the original imported materials may also be in part directly 
consumed and exported. 


C; 


pcr, c 
rel : eth 
P, Ke E» C3 
P= Pies 
“ap, Ej 


“se 
. 
~ 


We assume, furthermore, that the value ratio of direct consumption to 
the value of the products is equal in all stages, or we can take the ave- 
rage ratio of consumption to the whole value of production. Similarly 
we assume the average ratio of the exported part of the products. We 
indicate 
ecole il tae 
P, P; daiwa P; 
Then 1—(h+e)=p indicates the ratio of the remaining intermediary goods, 
and we have the unlimited process of production originated by the imported 
materials. 
its P,{1—-(a+e)}, P,{1—(a+e}*}, P,{1—(h+e}'}, ieee 
If we indicate the whole value of production throughout the unlimited 
stages of production as P, we obtain the following formula: 


S—' asics ty 34 


1 
JP Pad, rae 
The aggregate production P is greater as h+e is smaller or the supply 


1 1 ; 
neti ee and the value of P, is 100, 


then P=100X>=150. It may be said, therefore, that the materials P, 


multiplier is larger. If es e 


imported on credit add more value than 100 to the national supply, from 
which real national income and employment are derived. The larger supply- 
multiplier means a longer round-about production, in which process the 
same material transforming itself into numerous intermediary goods repea- 
tedly provides chances for production employing labour and other factors. 
Longer round-about production makes the average ratio h and e smaller and 
1—(h+e) larger. If the products of earlier stages are largely exported or 
consumed, and do not create further production at higher stages, the average 
ratio of e and h# will be high and the supply multiplier becomes smaller, 
reducing the value of the whole production and the volume of emplyment. 
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As goods for export and consumption consist more and more of refined 
goods of the higher stages, the average ratio of # and e become smaller, 
and the supply multiplier larger, producing a higher standard of employment 
and national income. Naturally in the case of an inflationary situation, 
fewer exports and larger home consumption will be desirable to suppress 
inflation and increase real national income. From the above mentioned 
example, we obtain the value of 150 for the whole process of production, 
of which one third or 50 is exported, another 50 is consumed, the whole 
value of the original materials having thus been extinguished. The re- 
maining 50 is the surplus produced over and above the original value, 
which can be consumed or remain as intermediary goods. As we assumed 
that the original materials are imported through credit, the real balance 
of credit may be 50, exporting 50 of the whole product. But in true 
inflation, the smaller the amount exported the greater the national income. 

In the foregoing formulation of the supply-multiplier, the value added 
to the product at each stage of production is implicitly considered. Inter- 
mediary goods transferred to the next stage are transformed into other 
goods, the value of which is increased by the labour and other factors 
employed at that stage. There must be also a certain amount of monetary 
investment to employ such factors ,of production. This monetary invest- 
ment is properly the additional investment in the sense of Keynes, having 
the effect of investment-multiplier increasing effective demand. For con- 
venience we neglect now this monetary investment, but it is important to 
note that the monetary investment at each stage of production is not 
autonomous, but is only induced by the additional supply of materials for 
intermediary goods, without which there can be no opportunity to invest 
for new production. We assume that at each stage of production a pro- 
portion of the given or transferred value of materials is added by the 
newly employed labour and other factors. Then the value of P, at the 
first stage is added by aP, and transformed into P,+aP,=,P(1+a). Taking 
off h+e=c from each stage, the next stage becomes 


P,(i+a)(1—c) + aP, (1+a)(1—c) = P,(1-+a)}? (1—c) 
then follows 
Pla) Gd eP, eRy hatlae)e seas 
Thus the whole production 
= oa 

Emi. apaieaatigh a) 

Net production 
1 
ow Oo) 
(stability condition is 0<(1—c)(1+a)<1). 

Now if we take 2 for ¢;1 “for™d,, 1007 tor 
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the whole production = 100 X (1+1) X 3 = 600, 

the net production = 100 X 1 XK 3 = 300. 

aP is the value added in the process of successive production by Additional 
investments, but could not be created if there were no added supply of 
materials. The remaining part of the whole production consists of the 
user’s cost (in the sense of Keynes) repeatedly applied at successive stages 
of production, though transformed into various kinds of intermediary goods. 
This implies not merely the addition in value of the original materials, 
but the inducement of investments which generate employment and multi- 
ply the effective supply. This is the multiplier effect on the supply side 
just as the total amount of income added of the same income series derived 
from an investment is conceived as multiplied income in the Keynes’ 
theory. 

In the supply-multiplying process we can at least distinguish two cases; 
one where there exist already plants and equipment for the higher stages 
of production, but owing to the lack of materials they are at a standstill; 
another is the case where new establishments start production at higher 
stages. In the former case, for example, plants and the equipment in the 
cotton industries from spinning to higher weaving processes are there, but 
they cannot work due to a shortage of raw cotton. In that case through 
the additional supply of raw cotton, the different stages of production can 
successively go into operation, enlarging employment. When energy, as 
coal’ and electric power, is lacking, the plants can be vitalized by the 
supply of the power energy. But in the second case when plants and 
equipment must first be established, it takes longer to propel production 
to other stages and a very long time is needed to complete the supply- 
multiplying process originated by the supply of materials for constructing 
plants. Thus the supply-multiplier process in the latter case is a process 
of structural rehabilitation or structural development, enlarging the round- 
about method of production and the volume of employment. 


IV 


In times of true inflation as those just experienced in Japan, it is 
necessary at first to increase the supply of consumption goods. In reality 
Japanese post-war inflation has been subdued through the importation of 
foodstuffs through aid from the United States. The real Japanese national 
income has been increased in a measure as foodstuffs were increasingly 
imported, thus checking the advance in prices of consumption goods. In 
this case we may say that the national income Y is composed of home 
production H of consumption and productive goods H,+Hp,, and importa- 
tion M of consumption and productive goods, deducting exportation X, 
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this is Y=H,+H,+M—X, contrary to Harrod’s exposition Y=H+X-+K, 
the. exposition derived from the back-ground of over-production in the 
Thirties. K indicates new investment, the effect of which is home produc- 
tion of productive goods Hy, *Under conditions of over-production expor- 
tation generates not only monetary but also real income, but under infla- 
tionary conditions, importation enhances real income even if foreign pay- 
ments must be made. 

The import of consumption goods enhances the national real income 
under conditions of under-production, but has no multiplier effect according 
to the theory of the supply-multiplier, say, of productive materials. Ulti- 
mate consumption is the leakage of successive intermediary goods. But from 
another point of view, we can conceive a multiplier effect of consumable 
goods added by importation. Additional consumable goods increase real 
income and welfare, which in turn enhance efficiency or productivity of 
labour, as experienced in post-war Japan. Under post-war conditions labour 
efficiency was at a very low level compared with the prewar period. Low 
productivity of labour is partly due to the lack of equipment and materials, 
but the lack of efficiency of labour was mostly due to a shortage of food- 
stuffs; wage earners and salaried men were often compelled to go to farmers 
in the countryside, instead of to their workshops and offices, to get some- 
thing to eat, or they themselves had to cultivate small patches of land 
around their houses or anywhere they could find some soil uncultivated. 
They were both physically and mentally inactive in work and therefore 
less efficient. 

As the ration of foodstuffs increased, and black market prices of food 
(people could not live on controlled rations) went down, the worker’s liveli- 
hood became more stable, wages advancing more rapidly than prices. Thus 
efficiency became gradually higher, as workers could devote themselves to 
their task without having to search for foodstuffs in exchange for some 
clothing they really needed for themselves and their family members. 
When the efficiency of labour increases, production rises, and the greater 
supply will augment real income and welfare, thus real income and efficiency 
react on each other successively as cause and effect. 

If we assume that the value C’ of consumable goods is imported and 
increases real income, the efficiency of labour will be enhanced by a portion 
f of C’ which in turn augments the supply of consumable goods by the 
ratio of C’f, the supply will successively be propagated as follows: 

Cc’ + C'f + GP aL oF + C'f# fo eeeeee é 
The aggregate P, of the supply propagation of consumption goods by the 
increase of efficiency f can be formulated as: 
1 
t gee eel “ae 


Of course, the efficiency ratio f brought about by the increase of real 
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income is not constant. The ratio may decrease as real income increases 


to some tolerable level. But we can, in the abstract, assume the average 
ratio of efficiency increases in proportion to the income increment. In the 
supply-multiplying process of productive materials, there occurs an efficiency 
increase due to the improvement of the worker’s living condition as well 
as the additional supply of raw materials. The effect of higher efficiency 
will shorten the time necessary for the completion of the multiplying 
process and foster the turn over of the original materials. 


Vv 


Theories of investment multipliers and foreign trade multipliers were 
suggested from over-production and the industrial structure of advanced 
countries. There is an abundance of supply power and a lack of effective 
demand, for the creation of which more investments and more exports are 
required until full employment is attained. On the contrary, there are 
entirely opposite conditions of structural inflation due to a shortage of 
materials, productive and consumable, and also to structural under-production 
of under-developed countries. If it be allowed to distinguish two opposite 
economic structures, the demand-multiplier is effective in the former and 
the supply-multiplier in the latter. As regards the foreign trade multiplier, 
the larger the volume of export or export surplus as multiplicand and the 
smaller the propensity to import, the more the advanced countries will be 
prosperous. In structural over-production, large imports may affect home 
industries, generating unemployment, because the diversification of home 
industries may produce every kind of goods which may be competitive with 
imports. On the contrary, for under-developed countries, where chronic 
under-production prevails, it is necessary to import productive goods, es- 
pecially capital goods, which will serve to improve the situation and the 
low level of living. Money investments to create demand will be ineffective, 
while the productive means are lacking. Moreover, in backward countries 
an export surplus for the creation of effective demand in the homeland, 
is unnecessary; to export is only to import, except that the payment of 
interest and dividends to foreign lenders is postulated. They import as 
much as they can export. 

For advanced countries with structural over-production, a possible export 
surplus as well as a great volume of export is required from their charac- 
teristic economic structure. Keynes’ first idea of the foreign trade multiplier 
put the export surplus as multiplicand, as Robertson formulated it,*® although 
Harrod’s formula indicates the total export as multiplicand. This idea 


* Robertson, loc. cit. 
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derived from the chronic over-production has a savour of mercantilism, a: 
stated by Machlup.* 

According to the classical theory which presupposed full employment, 
the gain from foreign trade was the greater importation of goods through 
exportation than trading countries would otherwise produce in the homeland. 
This idea of gain by import changed into the idea of gain by export owing 
to the changed economic structure in advanced countries. But when, as 
now in England, full employment is attained by domestic policy, mainly 
after the suggestions of the Keynesian school, it can be said that the theories 
of the classical school as regards the foreign trade have been reestablished. 
There is no more over-production and it is not necessary to acquire an export 
surplus so long as domestic investments and fiscal expenditure-can maintain 
a condition of full employment. Under such conditions,imports rather than 
exports are more essential for the welfare of the people. Exports must, 
of course, be encouraged in order to have imports, and in these circum- 
stances the supply (=import) multiplier, which creates supply, may be more 
important and effective than the foreign trade (=export) multiplier which 
generates demand. Both multipliers of demand and supply are together 
operating in the usual condition, bringing both demand and supply into 
equilibrium on a given price level. But under over- or under-production 
each multiplier has a different effectiveness, and both multipliers, it can 
be said, are equally effective in both advanced and less advanced countries 
to achieve full employment on a moderate scale. 

The new world order of the United Nations has created new ideas of 
full employment and the development of backward areas, and has been 
preparing a new organization, such as the /. T.O. to bring about a steadily 
expanding and balanced world economy. Full employment entails and 
must entail enlarged importation, while development policies promote export 
from advanced and imports to backward countries. An expansive equili- 
brium of the world economy can not be attained without augmenting 
importation by each country. In such a new post-war world, the foreign 
trade (=export) multiplier theory, which advocated greater exports and 
fewer imports cannot be justified without the theory of the supply (import) 
multiplier which ensure the.multiplying effects of imported goods on the 
raising of employment and standard of living. The theory of the export- 
multiplier only cannot be a basis of the expansive equilibrium of the new 
world economy. 

The enlargement of international trade requires that appropriate inter- 
national divisions of labour shall exist throughout the national economies 
of the world. There exists no such international division of labour in the 
present world, as that created by the Industrial Revolution. The present 


bie Fritz Machlup, International Trade and National Income Multiplier (Philadelphia, 1943), p. 
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world economy consists of national econornies which have nearly a homo- 
geneous industrial structure as against the heterogeneous relations between 
industrial and agricultural countries, which constitute a fundamental inter- 
national division of labour. Agricultural countries have been, in various 
degrees, industrialized and industrial countries have proceeded toward re- 
agrarization and, in consequence, have led to a world economy of homo- 
genized national economies. Homogeneous industries in the world economy 
repel each other and lead to mercantile struggles and restraint of inter- 
national trade. 

The way out from this dilemma can be found in a full employment 
policy in each country, especiaily in advanced countries through domestic 
investments and fiscal expenditure. Importation will then increase and 
some branches of industries will encounter competition of imported goods, 
and yield a rate of profit below the average rate, although they will benefit 
by the higher national income and larger effective demand caused by full 
employment. If import increases are derived from additional effective 
demand, domestic industries will not suffer by an augmentation of imports. 
But there will naturally be some prosperous and some less prosperous branches 
of industries. When there is nearly no unemployment, there gradually 
occurs a transfer of labour and capital to more prosperous branches, from 
less prosperous industries, which perhaps are in competition with imports. 
If there exists considerable unemployment of labour and capital, this shift- 
ing of industries cannot happen. Only under conditions of full employ- 
ment shall we see the transfer of labour and capital from less gainful in- 
dustries (homogeneous with foreign export industries) to industries (perhaps 
export industries) of higher profit. This is the structural change according 
to the theory of the classical school, being the process of the international 
division of labour, according to which the industrial transfer only occurs 
from lower profit and wages to higher profit and wages. This process can 
be called “‘high transfer” as against ‘‘low transfer” which may happen under 
conditions of large unemployment. Thus we return to the classical theory 
of international trade if conditions of full employment are attained in each 
country, where importation is not detrimental but beneficial. 

For the less advanced countries, with their economic structure of under- 
production, it is a good thing to import as much as they can pay for with 
exports, or even from borrowings. But they must improve productive 
methods to increase real income, for which the importation of capital goods 
is particularly required, if possible, through credits by advanced countries. 
The round-about process of production brought about by the importation 
of capital goods is the supply-multiplier effect which generates more employ- 
ment at the level of higher income. As a consequence of this industriali- 


‘gation in a broad sense, more manufactured goods can be produced, which 


hitherto were imported from more advanced countries. 
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The reduced export of manufactured goods of advanced countries is 
supplemented by the increased export of capital goods and refined goods. 
For a balanced and expanding world economy it is desirable that the ad- 
vanced countries shall not emphasize export promotion according to the 
theory of the foreign trade multiplier, but shall rely upon a domestic policy 
of full employment which creates a demand for imports and a higher real 
income, although the supply-multiplier is less effective in advanced than in 
under-developed countries. At any rate, a balanced and expanding world 
economy can: be created by an increase of importation for which some new 
theory, as stated above, must be established in place of the theory of the 
foreign trade multiplier which stresses the importance of exports akin to 
the theories of mercantilism.° j 


° This article is an extract from the 8th chapter of my book Structure and Principles of 
the World Economy (1950), written in Japanese. The idea of a supply multiplier was first 
mentioned as ‘‘A Proposal of Supply Multiplier-—A Critic of the Keynesian Multiplier Theory’’ 
in the economic journal Keizai, Feb. 1948. In correcting the proof of the present article, I 
read ‘‘Note on the Dollar Shortage’ (American Economic Review, June 1950, Vol. XL, No. 
3, pp. 285-300) by Prof. Wolfgang Stolper, in which the idea of ‘‘An Import Multiplier’’ is 
put forward. Basically the idea is the same as that of the supply multiplier. I also named 
the Supply Multiplier Import Multiplier in relation to foreign trade, in contrast with Harrod’s 
foreign trade multiplier, which is named Export Multiplier, just as if the Investment Multiplier 
were called the Demand Multiplier. I hope in the future to compare Stolper’s theory with 
mine. Here I would like to express my thanks to Assistant Prof. Kiyoshi Kojima for his 
kind collaboration in formulating the theory. ; 


THE NATIONAL INCOME AND 
INDUSTRIAL STRUCTURE IN JAPAN 


: By Yuzo YAMADA 


Professor of Economics 


I. Problem of ‘‘ National Income Produced” 


1. The purpose of this paper is to investigate both statistically and 
analytically the ‘national income produced,” mainly on the basis of statis- 
tical data available here. At the outset I would like to call the reader’s 
attention to the specific meaning attached to the term ‘‘ national income 
produced.” 

The esseritial feature in national income is, as shown by recent stud- 
ies, not merely to know its aggregate total, but rather its constitution or 
circulation. National income involves three aspects, viz. production, distribu- 
tion and expenditure. The production aspect is known as national: income 
“produced”; it consists of net products in various branches of economic 
activity, after deducting all expenses for producers goods consumed from 
the gross value of the products. Distribution consists of personal revenue, 
such as wages, salaries, rent, interest, profit, etc. Lastly, the expenditure 
embodies various disbursements such as consumption, savings and taxes. 
These three aspects, with their own distinct meaning, are mutually inter- 
related with each other, and the problem of the circulation of national 
income arises from this mutual interrelationship of the three. 

If our object were to be the estimation of national income as a total 
sum, it might be measured from any one of these three aspects whichever 
is confirmable without much difficulty. But if we wish to go deeper and 
grasp the constitution or circulation of national income, all these aspects 
must be ascertained separately and their interrelationship clarified. 

In the opinion of the writer, however, there seems to exist some mis- 
understanding of this obvious principle, especially as the national income 
“produced” is often understood to be personal revenue classified only into 
various industrial branches, which implies a mere disguised definition of 
national income ‘“‘distributed,” not clearly distinguished from the proper 
meaning of national income ‘“‘ produced.” The latter should indicate how 
the net product is derived from the gross product in the process of produc- 
tion. In Government White Papers in Great Britain and from the figures 
of the United States Deparment of Commerce, we find terms such as 
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‘ 


‘“‘products” or “‘net products,” which it seems to me are inadequate. What 
we have to know from the production aspect of national income is the 
structure of industry in national economy, and it is impossible to study the 
problem only by way of classifying personal revenue into various industrial 
branches. 


2. As is well-known, discussions have taken place as to which method 
of estimation of national income is more superior, either the ‘‘ material” 
method or the ‘“‘ personal” method. The material method is based on pro- 
ducts statistics and the personal method on income statistics; in other words, 
the former is a method of confirming the aspect of production and the latter 
that of distribution. Many writers have concluded that an estimation might 
be attained: equally well by one method or the other, whichever is prefer- 
red, considering only the relative difficulty of the work. Thus it has been 
concluded that each method has the defects of its qualities, so that the 
estimation might be satisfactorily accomplished by combining both methods, 
that is one method should be complementary to the other, as far as the 
former faces the difficulties. Those who support such a view might con- 
centrate attention only on the total sum of national income, disregarding 
its constitution. If the total national income is the only subject of considera- 
tion, either method would do. But if the constitution or circulation of 
national income is the object, we should not consider each method as an 
alternative, for we must recognize the entirely distinct significance of pro- 
duction and distribution. These aspects of national income will be con- 
firmed seperately. 

The writer proposes to indicate how the national income ‘“‘ produced” 
should be ascertained, particularly on the basis of statistical data available. 
It must be admitted that statistics on national income in Japan are not too 
reliable, and every effort must be exerted in the future to promote the 
degree of reliability, which it is not my object to discuss here.t What I 
have in mind is, by the use of some statistical examples, to propound a 
method for ascertaining the national income ‘“‘ produced” in the proper 
meaning of the expression. 


1 Colin Clark, in his work The Conditions of Economic Progress (London, 1940), quoting Dr. 
Hijikata’s figures of 1925-1931, says that the estimates are in class II as to reliability, viz. 
within a statistical error of 10%. Reliable estimates of national income in Japan positively 
began with Dr. Hijikata’s work Constitution of the National Income (Tokyo, 1933). Another 
reliable estimate of national income for the year 1930 was that by the Cabinet Statistics 
Bureau in the Report of the Survey of National Income, 7930 published in 1934, to which 
Colin Clark does not refer. The estimate for the year 1935 was made by the same Bureau, 
whose statistical material was destroyed by fire during the war, after which the war-time and 
post-war estimates were undertaken by the Ministry of Finance and the Economic Stabiliza- 
tion Board. However, the reliability of these estimates is not so high owing to the great fluc- 
tuation in values and for other reasorts. It seems to me that many points could be improved 
in the existing estimates of national income in Japan for the past 30 years, which I hope to 
discuss on another occasion. 
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Il. “Gross” Products and ‘‘ Net” Products in Various Industries 


1. In the aspect of production in the national income, the issue is the 
distinction between ‘“‘gross” products and ‘‘net” products. These terms 
require special explanation, I think, and the prevailing definitions differ 
from those I am about to assume. In the statistics of the United States 
Department of Commerce, the ‘“‘national income” involves compensation 
to the employee, corporate profit, net interest and rental income; the 
amount of ‘‘net products” is calculated by adding the indirect business 
tax to the national income and deducting subsidies from it; the amount 
of “gross products” is obtained by adding maintenance and depreciation 
to net products. I have no objection to such definitions, but the procedure 
is based on the premise of taking the national income merely as personal 
revenue unrelated to products statistics. 

In my opinion, “‘ gross” products mean all sales of goods and services, 
and “‘net” products must be calculated by deducting the expenses of pro- 
ducers goods consumed (not only maintenance and depreciation) from gross 
products. Marshall’s definition of national income in his Principles of Econom- 
ics should be adopted here. Thus we obtain the following formula: 

Gross Products — Producers Goods Consumed = Net Products 

The above distinction between gross products and net products contains 
an important clue for the comprehension of the industrial structure, which 
I think is the central problem of national income ‘‘produced.” In order 
to estimate net products, it is necessary to know beforehand the gross 
value of the products and the expenses of producers’ goods consumed or 
““user cost” in the Keynesian term. Permit me to give some statistical 
illustrations in Japan.- 


2. Example of the year 1930 

The ratio between gross products and net products is given compar- 
atively in full detail in the Report of the Survey of National Income, 1930 
published by the Government Bureau of Statistics in 1934, particulars of 
which are shown in the following Table 1. 

The calculations in this table were based upon replies to a questionnaire 
submitted to’ about 10,000 farm households. By deducting all expenses for 
seeds, fertilizer, feed, farm instruments, etc. from the sales of products, we 
get the amount of net products and thus obtain the average rate of gross 

products to net products, which is applied to the whole of agriculture. 
Concerning domestic or small scale industry (with employees less than 5), 
about 2,500 housholds were investigated, and in factory industries (with 
employees more than 5), about 700 factories were the object of investiga- 
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Table 1. Gross Products and Net Products in Various Industries 
in the Year 1930 (im million yen) 


Classification Gross ___ Net Ratio of Net 
Products to Gross 
of Industries Products Products Products 
I Agriculture (1) Agriculture 2527.7 1788.4 71% 
& Forestry Housholds 
(2) Public-owned 178.1 94.7 53%" 
Agricultural 
Farms 
II Aquatic (3). Fishing 275.5 179.8 65% 
| (4). Hatcheries 18.5 9.6 . 52% 
Il Mining (5) Metals 2 64:3 S17 14% 
| (6) Coal 193.6 | 159.8 82% 
(7) Petroleum 15.2 10.2 66% 
(8) Quarrying 30.0 24.4 80% 
(9) Others 4.1 3.2 78% 
IV Manufactur- (10) Domestic 1630.5 903.0 55% 
ing Industry 
(11) Government 409.8 167.2 4% 
Factories 7 
(12) Textile - 2113-5 407.4 19% 
Industry 
(13) Metallurgical 550.5 137.6 24% 
(14) Machinery 694.7 330.2 48% 
(15) Pottery 162.4 103.3 64% 
Ceramics 
| (16) Chemical 901.8 357.0 40% 
Industry 
(17) Wood 162.6 44,2 27% 
| Working ) : 
| (18) Printing and | D921) Ai eas 58% 
Book-binding 
(19) Food & Drink 728.9 215.5 30% 
| (20) Electricity | 262.6 130.9 | 50% 
| & Gas 
i] 
(21) Others 198-4 a leo 31% 
(22) Salt-making 27.5 ie? 26% 


tion. In these, the expenses for raw material, light and heat, motive 
power, machines, instruments, etc. are items of expenses which are to be 
deducted from the gross products in order to compute net products. 

From Table 1, we know that the ratio of net products to gross products 
differs in various industries, which fact I intend to show by an area di- 
agram. In Chart 1, abscissa means the amount of gross products of various 
industries and ordinate the ratio of net products to gross products, which 
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Chart 1. (The numbers show the classification of industries 
in the above table.) 


Ratio of Net Products 


Value of Gross Products 


is shown by percentage. The order of various industries is arranged accord- 
ing to the ratio value. It will be clear in this chart that area means the 
amount of net products, therefore, it can be claimed that this chart shows 
all at once gross products, net products and the ratio of the latter to the 
former, from which we can present the industrial structure of national 
economy from one standpoint. 

So far I have dealt with ‘‘ material” industries in four categories, not 
with ‘‘non-material” or ‘‘service” industries, such as commerce, transport 
and others. Theoretically speaking, the distinction between gross products 
and net products is also applicable to “‘service” industries as well as ‘‘ mate- 
rial.” In the estimates of the Government Bureau of Statistics, however, 
net products of service industries have been obtained chiefly by the personal 


“é 


20 THE ANNALS OF THE HITOTSUBASHI ACADEMY [Oct. ° 


method.’ 

3. Gross Products and Net Products in Various Industries for the 

Period of 1920-1940 

In the same manner as mentioned above, I should like to denote the 
gross products and net products of four industries from 1920 to 1940. The 
figures were computed by myself from existing statistical data. Leaving 
out details of the calculation, I propose to show here the figures for 1920, 
1925, 1930, 1935 and 1940. ‘The classification of industries is different, from 
the above, manufacturing industries being classified into three categories ; 
heavy industry (including metal, machines, chemical and pottery), light 
industry (textile, wood working, foods and beverages, printing, book-bind- 
ing, etc.), and domestic or small scale industry. ‘ 


Table 2. Gross Products and Net Products in Various Industries 
for the Period of 1920—1940* 


(in million yen at current prices) 


I II III IV 
Agriculture Aquatic Mining Manufacturing 
Gross Net Gross Net Gross | Net Gross Net 
1920 4660 3215 546 273 567 459 7426 2656 
1925 | 4820 3278 632 310 355 292 8823 3113 
1930 2635 1739 489 245 308 249 7678 2859 
1935 3355 2214 552 270 504 408 13267 4814 
1940 7278 4731 1298 633 1198 970 29443, 10375 


® According to the survey by the Government Bureau of Statistics, the national income (or 
net products) is as follows: 


Agriculture 1,883 million yen 
Aquatic Industry 190 
Mining 250 
Manufacturing 3,483 
Sub-total 5,806 
Commerce 2,706 
Transport 841 
Public Services, Professional 
& Domestic Services 1,347 
Sub-total 4,894 
Balance of International Payments —64 


Grand-total 10,636 


According to this table, the total ‘‘net’’ products of material industries amount to 5,806 mil- 
lion yen and that of service industries to 4,894 million yen. The Table 1 previously given shows 
the figures of ‘‘gross’’ products of material industries. For the service industries, such figures 
are not shown, but if we make use of some statistical data, it is not impossible to draw a 
distinction between gross receipts and net income in service industries. 


1950] THE NATIONAL INCOME AND INDUSTRIAL STRUCTURE 21 


TV (1) IV (2) IV (3) 

Heavy Industry Light Industry Domestic Industry Tetaheam 

Gross Net Gross Net Gross Net Gross Net 
1920 2167 867 3810 991 1450 798 13200 6603 
1925 1878 751 5045 1317 1900 1045 14630 6992 
1930 2260 904 3677 992 1750 963 11119 5092 
1935 5442 2068 5375 1398 2450 1348 17678 7706 
1940 17758 6748 9335 2334 2350 1293 39216 16709 


* In calculating the gross products, the data was obtained from statistical reports of the 
Ministry of Agriculture and Forestry, and the Ministry of Commerce and Industry. No data 
is available for domestic industry, so a good deal of guess work was resorted to, details of which 
I will omit. All figures given are provisional, as some alterations will be necessary. 


Table 3. Gross Products and Net Products in Various 
Industries for the Period 1920—1940 


(in million yen at 1930 prices) 


I II III IV 
Agriculture Aquatic Mining Manufacturing 


z : Le 
Gross| Net | Ratio|Gross|; Net | Ratio|Gross; Net | Ratio |Gross| Net | Ratio 


1920 | 2453 | 1692 | 69%] 287| 144| 50%] 298| 242| 819] 3909| 1308 | 36% 
1925 | 3213 | 2186 | 68 421 | 207} 49 Zou 194 | 82 5867) 2075 | 35 
1930 | 2635 | 1739 | 66 489 | 245] 50 308 | 249); 81 7689 | 2859 | 37 
1935 | 3290 | 22691 66 542 | 265 | 49 494 | 400) 81 |13000| 4720 | 36 
1940 | 4281 | 2783 | 65 764 | 372) 48 705 | 571} 81 {|17320| 6103 | 35 


ne 
IV (1) IV (2) IV (3) 
Heavy Industry Light Industry | Domestic Industry Totalaas 
Gross| Net | Ratio |Gross| Net | Ratio|Gross|} Net | Ratio |Gross| Net ‘Ratio 


1920} 1141} 456 | 40%) 2005) 522| 26%| 763 | 420} 55%) 6947 3474 | 50% 
aO25 eo Ul | 40° | 3363") 878 | 27 | 1267) 697 | 55 9753| 4661 | 48 


1930 | 2260) 904) 40 | 3677 | 992; 27 | 1750| 981) 55 |11119| 5092 | 46 
1935 | 5335) 2027 | 38 | 5270 | 1371 | 26 | 2402 | 1323 | 55 |17333| 7555 | 44 


1940 | 10446| 3970 | 38 | 5491 | 1373 | 25 | 1382| 761| 55 |23069/ 9829, 43 


ool Ee ee ee eer eee ee ee ee ee 


By these tables, I wish to indicate some tendencies in the industrial 
structure of Japan in the pre-war 20 years. As the amount of each item 
in the Table 2 is shown at current prices in each year, no hasty conclu- 
sions should be drawn. It is preferable for our purpose to eliminate price 
fluctuations with the price index number, and here I adopt the wholesale 
price index number of the Bank of Japan, taking the year 1920 as the 
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base. The Table 3 is thus obtained, showing at the same time the ratio 
of net products to gross products in each industry. 
According to the ratio value of net products to gross products, the 


Chanthecs 
1920 1925 4 
j 
! 
6.9 9.3 i 
milliard yen milliard yen 


——— 


eo 


1935 


as eae a eee 


17.1 
milliard yen 


eae eh eetnen 
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order of industries is arranged as mining, agriculture, domestic industry, 


aquatics, heavy and light industries. This order is subject to change, of 
course, according to the method of classification of industries. For example, 
the aquatic industry in our sense includes fishery processed goods and salt. 
Limited only to fisheries and culture, the rate of net products in aquatics 
would be over 60%, or higher than domestic industry. 

For ascertaining the change of industrial structure from the last table, 
I will endeavor to explain by diagrams similar to the one previously men- 
tioned. A glance at the five diagrams in Chart 2 will reveal the scale of 
industrial expansion in Japan from 1920 to 1940 and the change in the 
composition of various industries. Repeating my previous note, the abscissa 
in each diagram indicates the gross products, and the ordinate the ratio of 
net products to gross products. From the value of the net products, we 
can tabulate all industries including mining, agriculture, domestic, aquatic, 
heavy and light industries. The area of each diagram represents net pro- 
ducts; the larger the area, the greater the amount of net products; the 
longer the length on the abscissa, the greater the amount of gross products, 
from which we can recognize how the Japanese industrial structure changed 
during 20 years. 

The above tables again show only the figures for “‘ material” industries, 
and not of “‘service’”’ industries. Net income of goods and services as a 
whole amounted to 10,636 million yen in 1930 and 14,532 million yen in 
1935 according to the report of the Government Bureau of Statistics. Con- 
sequently, the net products of material industries in 1930 and 1935 shown 
in the tables are respectively a half of the whole national income. 


4. Post-war Conditions 

The estimates of post-war national income were prepared by the Econo- 
mic Stabilization Board, though the data showing the ratios of net pro- 
ducts to gross products is meagre. From statistical data of the Economic 
Rehabilitation Committee of the Economic Stabilization Board, the net 
products in various industries in 1948, compared with those in the pre- 
war period, are shown in the following Table 4. Though the figures are 
approximate, they are adequate in outlining the post-war conditions in 
Japan. Indeed, fair progress has been achieved with the restoration, but 
some industries, such as textile and ceramics, are far behind pre-war level. 
The ratios of net products to gross products in various industries given by 
the same Committee are shown in the left of the following table. They are 
generally higher than those in the pre-war years, except mining, although 
data is lacking to examine the facts fully. 
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Table 4. Net Products and Their Ratios in Various Industries 


‘ in 1948 Compared with Those in 1930-34 
Net products Ratio of Net Products 
(in million yen at 1930-34 prices) __ to Gross Products (%) 
' 1930-34 1948 1930-34 1948 
"Agriculture & Forestry| 2040 1852 78 8l 
Aquatic 185 184 — pts 
Mining 259 212 79 70 
Manufacturing 3235 2678 33 41 
Textile 735 315 23 ee se. 
Metal 276 283 31 39 
Machines 529 466 55 54 
Pottery & Ceramics 152 90 34 41 
Chemical 430 439 | 48 51 
Food & Drink 422 323 | 40 44 
Others | 691 762 37 45 
Gas & Electricity | 177 375 / 50 58 


* The Ministry of Finance was chiefly responsible for preparing the estimates of 
national income in wartime; the Economic Stabilization Board has formulated esti- 
mates since the end of hostilities. The National Income Division of the Economic 
Stabilization Board was established in 1948, and up to the present has issued a monthly 
bulletin (unpublished). The Economic Rehabilitation Committee in the E. 8. B. issued 
a revised Rehabilitation Plan in May 1949, in which the estimates of national income 
were dealt with in detail. The figures employed in the above table are based on 
these data. 


III. Change of Gross Products and Net Products 
in the Whole Industrial Sphere 


1. So far we have investigated the different proportions of net pro- 
ducts to gross products in various industries and endeavored to show the 
results in a diagram, the industries being arranged in accordance with the 
value of their ratios, namely, as shown, mining, agriculture, domestic in- 
dustry, aquatic, heavy and light industries. Some changes in this order 
appeared in the post-war conditions. 

My area diagram resembles the so-called ‘‘ Hayek’s triangle”; that is, 
the nearer. to the production of raw materials the industry is, the higher the 
rate of net products, and. the nearer to the production of finished goods 
the industry is, the lower the rate of net products. In other words, a high 
rate of net products means that the consumption of producers goods is 
small, and vice versa, to illustrate which a diagonal is drawn from the 
height on abscissa (100% rate of net products) to the end point of the base 
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on ordinate (the total sum of gross products) in our diagram, the area be- 
tween the axes and the diagonal showing ‘‘ Hayek’s triangle.” It is clear, 
however, that even in mining and agriculture producers goods are more 
or less consumed, and so the rates of net products in such industries do 
not amount to 100%. Likewise, there is no industry in which the rate of 
net products is zero. Thus the actual order of industries extends out of 
the triangle. The real classification Charts 

of industries does not represent the 
successive stages of production. If 
producers goods were to be consum- 
ed at the same rate in all industries, 
there would be a horizontal line show- 
ing the same rate of net products, 
but this is not the case under actual 
conditions. The rates in the real clas- 
sification of industries lie, as shown 


yet 


bo 
iS 
= 
= 


: j ie & milliard yen 
in Chart 3 (example of 1930) between 2 2 3 af = 
. ° . . Ss 3 £s 
the diagonal and the horizontal line. rs Be < £2 Et 
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2. Turning attention next to the change in the entire industrial sphere, 
apart from the difference among various industries, we find in general that 
the rate of net products decreased gradually from 1920 to 1940, which 
means that the producers goods consumed increased as a whole. The 
following Table 5 extracted from the last column of the Table 3, except 
the figures for 1946 and 1948, shows the gross products, the net products 
and the relative rate between them for the whole industry. 


Table 5. Gross Products and Net Products in all 
Industries for the Period 1920—48 


(im million yen) 


Gross Products Net Products Rare pr Nera 

Gross 
1920 6947 _ 3474 50.0% 
1925, 9753 4661 47.8% 
1930 11119 5092 45.8% 
1935 17333 7555 43.6% 
1940 23069 9829 32.6% 
1946 5390 | 3140 58.1% 
1948 8760 | 4920 | 56.29% 


From this Table 5 we learn that the rate of net products decreased very 
clearly from 1920 to 1940. The figures for 1946 and 1948 are rough esti- 
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mates, but it may be concluded that the rate of net products is increasing 
in the post-war period, which means that producers goods consumed are 
decreasing. These facts are easily’ expressed by a chart. In the following 
Chart 4, the shaded part shows the amount of producers goods consumed, 


1920 _Chart—4; 1925 
IS 
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LS 
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milliard yen 


milliard yen 1935 
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milltard yen 1940 


23.1 
milliard yen 


1950] THE NATIONAL INCOME AND INDUSTRIAL, STRUCTURE 27 


_ and the white part the amount of net products. The gross products increas- 
ed greatly form 1920 to 1940, corresponding to which the average line 
dividing the area into two parts’is falling gradually. After the war, an 
inverse tendency is perceived. 

Theoretically, it would not be correct to conclude that a decreasing 
rate of net products is always accompanied by an increasing gross value 
of products, and vice versa. But, as far as our statistical data is concern- 
ed, such a conclusion holds true, from the fact that the decreasing or 
increasing rate of net products represents respectively the more or less 
capitalistic production in the whole of industry. After the war, the total 
value of gross products in Japan declined greatly. Compared with those 
of 1930, the gross products of 1946, directly after the war, were below 50% 
and net products about 60%, after which recovery was rapid, the gross 
products in 1948 being about 80% and net products over 90%. To evaluate 
adequately these percentages, however, we must consider that the popula- 
tion has increased by about 20% as compared with 1930. 

Here I would like to call attention to the Marx’s theory of reproduc- 
tion. The Marxian scheme of ‘‘extended reproduction” means an increas- 
ing of the whole industry, but does not refer to the changing rate of net 
products, as expressed in the above chart. Even in the case of a constant 
rate of net products, the whole industry will be able to extend, as shown 
in Marx’s case; that is, in his formula, the rate of net products is invari- 
able after the second year. But our statistical investigations in Japan, as 
shown in the above chart, represent another type of extended reproduction 
accompanied by a decreasing or increasing rate of net products. 


3. To ascertain the tempo of the change in industrial structure, we 
investigated the increasing rates of gross products, net products and pro- 
ducers goods consumed, and secured the following figures. 


Table 6. Increasing Rate of Gross Products and Net Products 
j in the Years 1920—40 


(1920=100) 
Gross Net Producers 
Products Products Goods Consumed 
1920 100 100 100 
1925 140 137 147 
1930 160 147 174 
1935 248 213 304 
1940 332 281 381 
Average rate of com- 
pound interest for (6.2) (5.3) (6.9) 
twenty years. 
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From this Table 6, we know that gross products have increased by 
6.2%, net products by 5.3% and producers goods by 6.9% every year for 
the period considered. If these percentages were all the same (for example 
6%), there would be no change in the rate of net products (50% in our 
case). But, in the table, the tempo of gross products (6.2%) lies between 
that of net products (5.3%) and that of producers goods consumed (6.9%), 
which means a decreasing rate of net products to gross products, 

By the ‘‘rate of growth’ we mean the increasing ratio of producers 
good consumed to net products. Expressing net products by E, producers 
goods consumed by U and the increasing rate of U by &, the “rate of 


growth” is symbolically Sa U and E in 1920 are nearly the same amounts, 
100, by the figures mentioned above. Thus the “‘rate of growth” i in 


1920 was oe =0.08, that is, U increases by 8% to income in 1920. 
In 1925, U is 147 and E is 137, so the “‘rate of growth” was Ee 


=0.033. The rate of change every five years will be as follows. 


\ Table 7. Calculation of ‘‘ Rate of Growth”’ 


(1920=100) 
Net - Rate of 
Deateeie Producers Goods Consumed Growth 
1920 100 aan increase of 147% ( 8.0%-a year) é 0.08 
1925 137 47 gk inerense of 118% ( 3.1% a year) 0.033 
1930 147 74 a of 175% (11.9% a year) 0.141 
1935 213 seid inerease of 125% ( 4.6% a year) 0.065 
1940 332 


We see that in the period considered here the 
moving between 14.1% and 3.3%. 

The ‘‘rate of growth” refers to the problem of saving or “‘gesell- 
schaftliche Sparquote” in Hans Peter’s term.* At present however, our 
consideration is limited only to four industries, disregarding national in- 
come as a whole. Further, we are only dealing with the producers goods 
“consumed,” not those ‘‘ produced.” Admittedly our scope of considera- 
tion is narrow for dealing with savings in general. 


‘rate of growth” was 


4. Here some remarks are necessary about post-war conditions in Japan. 
Judging from the figures of 1946 and 1948 given above, the ‘‘rate of growth” 


® See Hans Peter, Grundproblem der Nationalékonomie, II (Stuttgart, 1934), Furthermore, 


we should consider the distribution of national income between labor and property, and con- 
sequently introduce such a concept as Hans Peter’s ‘‘Sparquote des Besitzeinkommen.’ 
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became about 25%, which seems to be comparatively large, and must not 
be regarded as a proper “‘rate of growth.” Today in Japan the tempo of 
economic reconstruction depends partly upon the aid received from foreign 
countries. It is most important for us to ascertain the proper rate of growth 
which depends on the rate of capital accumulation in our national economy. 
Our present standard of living is extremely lower than that of the pre-war 
period, therefore, it is perhaps very difficult for us to-day to bear an aver- 
age rate of growth of 8% or 10% so much as shown from 1920 to 1940. 
The lower this rate is, the slower the tempo of restoration. Inversely, in 
order to accelerate the tempo of reconstruction, we should make this rate 
advance. We know that net products about doubled in twenty years from 
1920 to 1940 with an average rate of growth of 8% or 10%. But many 
differences exist today in technical and social conditions and without doubt 
the tempo of recovery cannot be explained only from the rate of growth 
in the past. 


IV. Conclusion 


1. Surely there are many other problems requiring consideration which 
I do not dare to deal with here. However, as a supplement, I intend to 
show the net products per worker in various industries in Japan. 

From the Table 8 it will be seen that there exist great differences in 
the net products per worker in four industries, but first of all I must elu- 
cidate some points regarding the figures. In activities centering around 
agriculture in Japan, many women are employed, and my figures include 
women, as I feel I cannot exclude them in calculating the productivity 
per worker as Colin Clark did. However, we must discount to some ex- 
tent the productive power of women, it seems to me, and I think the 
average ‘net product in agriculture and forestry per worker may be about 
fifteen percent higher than the figure mentioned. In the aquatic industry, 
the productivity must of necessity be more or less discounted, for many 
workers only engage in it as a subsidiary activity. The number of work- 
ers fully engaged in the aquatic industry, according to official statistics, 
is a little more than the number given in the Census Returns, while the 
number engaged in subsidiary activities is the same as that of the main 
workers. Assuming that the efficiency of subsidiary workers is one-third 
of that of the regular workers, the net products shown in the above table 
may be discounted by 30 or 40 percent. Perhaps the same problem arises 
in other industries, though it is very difficult to trace statistical data. The 
estimate of domestic industry is very approximate, so it would be appro- 
priate to estimate it separately from that of factory industries. 

Anyhow we can perceive in Table 8 that the productivity of agriculture 
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and forestry during the period 1920—1940 increased, while workers engaged 
in these industries decreased. From 1930—1940, the same tendency was, 
seen in the aquatic industry, due possibly to diminishing returns, that is, 
if we assume the population somewhat increased, the productivity per em- 
ployee decreased so much. Actually, the workers in agriculture during 


Table 8. Net Products per Worker in Various Industries* 
Agriculture Aquatics 
Net Number | N.P. per | Net Number NSPo"per 
Products || of Workers Worker Products | of Workers| Worker 
(im million | (in thousand . (in million | (in thousand . 
yen) _ |. persons) | — (in 9e") yen) persons) (in yer) s 
1920 1692 14287 118 123 537 229 
1930 1739 14081 | 124 199 565 352 
1940 2783 13802 | 202 210 543 387 
1946 1630 16898 | 96 50 447 112 
Ee 
Mining Manufacturing 
Net Number NePeeper Net Number  _N. P. per 
Products | of Workers) Werker Products | of Workers) Worker 
(im million |\(in thousand| (in million |(in thousand. 
yen) persons) (im yen) yen) persons) — | (im yen) 

1920 242 418 579 1398 4093 341 
1930 249 270 902 2859 4508 634 
1940 571 538 1061 6103 7152 853 
1946 140 532 263 1320 5681 233 


* In this table the number of workers in 1920, 1930 and 1935 is based on Census 
Returns; that for 1946 is an estimate by the Population Research Institute in the Min- 
istry of Welfare, with corrections.to adjust the industrial classification of workers to 


that of production. The conditions in. the year 1930 have been treated in full detail 
by Mr. Tosuke Iguchi in his article ‘‘Industrial Constitution of Japan’s Population and 
Changes,’’ Studies on Population Problem, Vol. III (Tokyo, 1937), edited by Dr. Teijiro 
Ueda. However, the figures mentioned above are my own calculations. 


1920—1940 decreased by more than 3%, while the net product per worker 
increased by more than 6%. Indeed, this cannot be fully attributed to the 
operation of diminishing returns, but it would not be incorrect to say that 
the number of workers in agriculture had already reached the condition of 
saturation. In 1946, the workers in agriculture numbered 17 million, an. 
increase of about 20% compared with 1940. We cannot fail to see that 
this increase brought about a decrease in productivity, and consequently the 
suppression’ of the national income as a whole, and it is obvious that the 
only way to escape such a suppression is the promotion of export industries. 
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We must furthermore investigate the distribution of net income between 
labor and capital in various industries; data however is insufficient, and 
we must leave it to another occasion. 


2. I have so far explained how a grasp can be had of the aspect of 
production in the national income, but I naturally do not deny the import- 
ance of an analysis of other features in the national income, viz. distribu- 
tion and expenditure. The problem to be considered is the interrelationship 
of production, distribution and expenditure. In this paper, the main pur- 
pose has not been to treat the relationship in full detail; but, to prevent 
misconceptions, allow me to show briefly the formula of the circulation of 
the national income as a whole. 

From the ‘“‘national income produced” shown before we get the fol- 
lowing formula: 


Gross Products—Producers Goods=Net Products ..........2....(1) 
Consumed 


On the other hand, the net products consist of the cost of factors in pro- 
duction and the gross profit for entrepreneurs, so we get another formula: 


Cost of Factors of Production+Gross Profit=Net Products ...(2) 


Even if the results of (1) and (2) are the same, they have obviously dif- 
ferent components, which should be ascertained from different statistical 
data, quite unrelated. 

Next, the distribution of the national income is defined as all kinds of 
personal revenue, which is divided into income from labor, income from 
property, net profit and transfer income; thus we get: 


Income from Labor+Income from Property+Net Profit 
+ Transfer Income=Fersonal INCU CTU Cote sd neck aseeeee as miseske (3) 


In this expression, the income from labor and the income from property 
are derived from the cost of factors in production in (2), and the net profit 
is also extracted from the gross profit in (2) deducting savings and taxes 
disposed by the entrepreneur. The transfer income, however, appears in (3) 
for the first time and it has no relation to productive activities. 

Lastly, a formula concerning the disbursement of personal revenue must 
be introduced as follows: 


Consumption+ Saving+ Taxes=Personal Revenue .........00000- (4) 


Here also, (4) and (3) are the same in result, but they possess their own 
distinct meaning, so we must ascertain their component parts from different 
statistical data respectively. 

Thus we have four formulae (1) to (4), and the next step is to consider 
the interrelationship of these formulae, that is, the circulation of the national 
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income. In order to do so, however, some auxiliary formulae must be 
given, and I will show here only in a symbolic manner the equations system 
of the circulation. ; 

The following several symbols are used: 


Gilgit gross products 

Wy aces producers goods consumed, or user cost 
Lees cost of factors of production, or factor cost 
Dress gross profit pre-disposal 

tA, ahs income from labor : 

dB At income from property 

ya taxes paid by producers 

my sace savings by producers 

Base. net profit distributed to individuals 

EB 8 transfer income paid by government 
C...,..consumption expenditure 

DOAN taxes paid by consumers 

Soe antes savings by consumers 

On budget deficit of government 

Lnenc government expenditure 

IRaivtbe goods produced but not consumed, or new investment. 


Using these symbols, the circulation of the national income is for- 
malized as follows: 


GaP yi Oo en (5) 
So a 
A+B X%+Si+d 

A+B -a-F TSF Xe Sy a he cuedbem centre wena (6) 

XytX,+O=Z+T. eee eee ccc rece ccc cccseenesceeseceeseesceseesesseesseses (7 

Si +S,.=O+K “cei We pe Velen vie © sleidc wane eibdvecébee cen cidwasivesediemevion ecw (8) 


It will be clear that these four formulae represent the so-called ‘‘ social 
accountings”; that is, the active and passive sides of four accountings, i.e., 
of producers, consumers, government and banks, respectively conceived as 
a whole in the national economy. If we add further to these the accounts 
of foreign relations, we can visualize the whole system of the circulation 
of the national income. In these four formulae each item on the left side 
coincides. with that on the right side, provided one more formula is sup- 
plemented : 

OG Lt RG ate nass ste npc dccee eto oe aa baaae aoe 


3. In this paper, the author has specially stressed the meaning of the 
left side in formula (5), which represents the. production aspect of the 
national income in the proper sense of the term. In the sphere of econom- 
ic theory, Keynes and Keynesians have attached much importance to the 
expenditure side of national income. Their idea is that the change in the 


| 
| 


| 
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expenditure of income, wia effective demand, has an influence on the 
number of employed persons, and it would appear that the problem of 


industrial structure is not taken into full and complete consideration by 


them, being more concerned, as I see it, with the way to actualize the 
potential or unused capacities. But many countries, including Japan, are 
facing the problem of improving productive power itself, and of reforming 
the industrial structure for that purpose. Apart from the current problems, 


a thorough analysis of the conditions of economic progress on a wider scope 
_is indispensable regarding the general economic theory. What I have in 


mind is a grasp of the circulation of national income, and especially the 
aspect of production in the circulation from a statistical viewpoint, for the 
purpose of which I would like to propose the introduction of the formula 
(1) or (5) explicitly in national income statistics. I am aware that in the 
United States of America and other countries there is ample statistical data 
available, and I earnestly hope that a more systematic arrangement of the 
data in this respect may be made available on national income statistics 
for an international comparison. 


A MEASUREMENT OF MONEY UTILITY AND FUNC- 
TIONAL VALUES OF THE COST OF LIVING INDEX 


By IsAMU YAMADA 


Professor, The Institute of Economic Research 


I. Measurement of Marginal Utility of Money 


The measurement of individual subjective utility has not yet been 
attained up to the present. The measurement of money utility, however, 
was attempted by Ragnar Frisch and F. V. Waugh.’ In this paper we 
shall adopt the former method. 

The fundamental idea of Frisch’s method is as follows. We take, 
say, sugar as a well defined and physically measurable commodity, which 
is called a commodity of comparison. There are two ways of defining the 
marginal utility of a commodity of comparison. One is the utility measured 
per one pound, and the other that measured per one dollar. Firstly we 
consider the utility per one pound. w represents the marginal utility of one 
pound of any commodity, which is dependent only upon its consumption ws, 
ie. 

(1) u = u(x). 
Let p represent the price of this commodity of comparison, then the ex- . 
penditure € in terms of dollar per unit time is, of course, 

(2) Saag p. 

Let w, moreover, represent the marginal utility measured per one dollar 
of the commodity of comparison, then 

(3) u= pp. 

The marginal utility » of one dollar depends upon the expenditure & 

and the price p, 1.e!, 


(4) uw = wl, p). 
Taking (2), (3) and (4) into consideration, we get 
Phe om all 3 
(5) ug, ) = u(+). 


We have considered, so far, the marginal utility of a commodity of 


1 Ragnar Frisch, Sur un Probleme d’ Economie pure, Norsk Matematisk Forenings Skrifter 
(Oslo, 1926). ; 

Ditto, New Methods of Measuring Marginal Utility (Tiitbingen, 1932). 

1 Vv. Waugh, “The Marginal Utility of Money in the United States from 1917 to 1921 
and from 1922 to 1932,” Econometrica, Vol. 3, 1935, pp. 376-399. 
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comparison. The same formulae will be obtained, if we consider the mar- 
ginal utility of money. Corresponding to the expenditure € of a commodity 
of comparison per one year, the nominal income in terms of money may 
be formulated. Let Prepresent the price of living, then we get the real in- 
come r=p/P, corresponding to the physical volume of consumption x of the 
commodity of comparison per one year. The only difference between €, p 
and op, ry is that the former has the connection with any special commodity 
of comparison, while the latter with the common commodities. We distin- 
guish the marginal utility of money measured per one dollar from that 
measured per one unit of real purchasing power, corresponding to the dis- 
tinction between the marginal utility of commodity per one dollar and that 
of one pound. The former is represented by w which is called nominal 
money utility, while the latter by w, which is called real or deflated money 
utility.” 
Corresponding to (3), (4) and (5), we get the following relations: 


(6) wo) Swe, 
(7) o = o(p, P), 
(8) ONO = sw(£), 


The last equation has the very important relations with the following 
extension. 

According to the static equilibrium theory, individuals distribute their 
expenditures to each item which appears in their budgets, in such a way 
that the product of nominal money utility of a special commodity, say, food 
and its price equals the marginal utility of the commodity of comparison 
measured in terms of the unit of physical quantity. That is:* 


(9) woo, Pp = u(x). 
Substituting (8) into w(o, P) in the above equation, 
Pol ig i ea 
(10) ne) = Ful, 
Moreover, putting 
IP 
11 = — 
(11) a a 
we get 
(12) wir) = au(x). 


This is called the equilibrium equation. The above equation shows that 
the marginal utility of money w/(r) is proportional to the marginal utility 
of commodity, and at the same time it involves three variables, a, w, and 
vy, which define one surface. We call it the surface of consumption, and 
by means of it we can evaluate the utility. Involving three variables, the 

2 Money utility in Frisch’s terms always means marginal utility of money, as well as in 


the case of commodity. j : ie 
’ Tt is quite easy to derive equation (9), from the general law of equi-marginal utility. 
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surface of consumption is plotted in the space prescribed by three axes. 
Fig. 1 shows it.4 The surface LMKDHPJL is the surface of consumption. 
In order to depict it as curves in a plane, we may pursue the relations 
between two variables, putting any one of them constant. We may dis- 
tinguish three cases, according as what variable is held constant. 

Fug.mie gk --- In this respect, it is the most 
interesting to consider the case 
where the inverted price @ and the 
real income ,7 relate each other, 
the volume of consumption # being 
held constant. In this case, from 
the equilibrium equation (12) we 
obtain 

(13) Zo me (r). 

« and therefore u(x) being constant, 
a is the product of w(r) and a 
constant. This means money utility 
equation w=w/(r) if we leave the 
constant part out of our considera- 
tion. In order to plot this, the 
section parallel to the plane aOr, 
passing through any point on the # axis, is to be paid attention. Such 
a section is, e.g., a curve JK. A set of such curves is called isoquant 
curves. 

We shall now consider the method which makes possible the comparison 
between the money utilities of different individuals. More correctly speaking, 
this method is to compare the money flexibility w(r) of one individual with 
w(r) of another individual. The flexibility of money utility in this case is 
defined as follows: 


ss CANE) NGL i) Sue _adwilr) 
(14) ee fr ~ qw(r) rt oe 


To determine the consumption surface statistically, we follow Frisch’s 
method, which makes use of the functional relationships between social 
average of consumption w« and social income r.° 

The most simple method of determining the money utility is to get 
the isoquant curve on the consumption surface. °® 


‘ Fig. 1 is drawn by altering Frisch’s, in order to understand it easily. 
5 Frisch proves such an assumption theoretically. Cf. Frisch, New Methods, pp. 22-27. 
5 R. Frisch, Sur wn Probléme. 
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II. Extension of Frisch's Index Number Formula 


__A theory of functional index number of distant comparisons is studied 
by Ragnar Frisch.’ The result of his own is described as follows :° 
dln Po: 
+e us d\n ps i 
: 1—Poet (I= Pos)? a 
In the above equation In shows natural logarithm, and P,; is defined as: 
ws aie dln din Pot 
(16) Por et din pt 
Biers Py: is the functional index number of time ¢, time 0 taken as base. 
Po and pz are respectively money expenditures at time 0 and?¢. In addition 
@) and @; are respectively nominal money flexibilities at time O and ¢. 
That is: 


(15) 1+ = 


sg din a 
CET CANTO AG 
(17) |. hy dina: 
net did tn op? 


where mw) and w; are respectively nominal money utilities at time 0 ant ¢. 
Let J be the choice indicator, then they are represented as follows: 


One i 
OU og d ’ 

(18) a 
oO = hdpes 


Since it is inconvenient directly to compute index number so far as 
(15) is concerned, we consider the method to derive Py, from (15). 
Rewriting (15), 


: d(1—Pys) 
oo La Ort Pot Mia dn pe 
1—Fot (1— Po)? 

: din(1—Py) 

2 SOS ta a OCT aa 
[re ive 


Further we get k 
(@)—@;) d1n Pt + a waa = (1+) din Pax 
Solving this differential equation,” 


re “(1 —P,) = C1 Boh 


7 Ragnar Frisch, ‘‘ Annual is of General Economic Theory: The Problem of Index 
Numbers,’’ Econometrica, Jan. 1936, pp. 31-38. 

8 Ibid., p. 37. 

In integrating this differential equation, @, and @, are assumed to be constants, because 
in the neighborhood of time 0 and t-both may be regarded as constants respectively. 
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where c; is a constant of integration. If we put t=0, Pyr=1 and Py=0, 
and accordingly c,=1.'° Then the above equation becomes 


p*""(1— Pye) = Pat 
We can derive further 


odin, —din By) = P i eo 
Solving this aificese equation, 


1 yeh e(lter)in pt 
Utajetondnatnhe (pa, te 
; ; 
where cz is another constant of integration. Putting *=0 and Inp»=——> 


2 ’ 
C.=0.1° Then, we get from the above seca 


19 P —1+4+0 l+o; Of 
(19) ot A/ ise exp ernie: eee Uy 


As a general case, moreover, we may define 
34 dln [Pipe 
Fe oe 

s d\n (04/0) 

where py)=constant. Then, we finally get 


1+ aha aa 
ed Il+oa, @)—@ 
(20) [eh oe LN ot es Gos In (8 aif 
fe 1+@ eae Wo Po } 
Equation (20) is the desired one by means ae which we calculate the 
numerical values of the functional index numbers. 


Ill. Application of the Theory to Japanese Economic Data 


Before applying the above theory to the actual data of Japan, we 
shall still consider the Frisch’s actual procedure. Frisch introduces the 
following method." 

The relation between the consumption, the inverted price and the real 
money income is derived in the following way: 

(21) Hy = ax, + Bx, 
where x,=x—x, %,=a—a, and x,=alogr—alogr, log being common 
logarithm. Here, x, a@ and alogry are their means of x, a and alogr 
respectively. From (21), 


x+(aa+ Balog r—<) 
(22) a= SEE ieee 
log JET Y 
10 ¢, and c, are in general not constants. All process throughout this paper, however,. is 
that of comparative statics. Accordingly we have no means to make c, and c, dependent 


variables theoretically. 
1 R. Frisch, Sur un Probléme, pp. 36-39. 
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Let the marginal utility be represented as: 


l 
(23) wir) = logr—logb’ 
and let the marginal utility of a commodity as: 
(24) u(x) = ara 
where b, c, / and m are all constants. From the equilibrium equation (13), 
xtm 
he 
(25) C= a 
log r—log b ° 


Comparing this equation with (22), we get c/J=f. Then, according to (23), 
the marginal money utility is represented as follows: 
fe 


(26) wr) = Pied ey 


logr + 


At the same time, the equation of the marginal utility of the commodity 
becomes 


rea nebula kte Ts 2 
(27) u(x) = x+(aa+ Ba log r—<) 


from (24). Referring to (14), the flexibility of marginal money utility is 
expressed as: ; 


dw(r) 
opening pine «in nl), 4343 
(28) wr) = a = oe tee : 
Y S B 


So far we have traced the Frisch’s method to compute the flexibility 
of the marginal money utility. We shall now discuss how to derive the 
numerical values of cost of living index of Japan, making use of the 
method above-mentioned. 

Rewriting (9), we get 


(29) ae Nee a es 


In the above equation we assume P is constant, i. e., we consider a short 
period when P is assumed not to change, or negligibly to change. Then, 
substituting r=p/P in (23), 

l l 


fe |, 
(30) log-& —logb oe Oe 


where b/=Pb which is a constant. Therefore, (30) becomes a function of 
p, which we make equal to w(o). Moreover, using (24), (29) becomes 
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l C 


where => From the above equation, 
atm 
aces F 
l 


Ce Pie Woe waaay G 
The flexibility of marginal nominal money utility (0) is derived from (30): 
~ —0.4343 © 
(33) o(o) = ‘bep= tev" * 
From this. equation we can get @ and @:, and then P);.-.In this case it 
is to be mentioned not to take the price of living index P into considera- 
tion throughout the computation of P):. 

We shall show, next, the statistical data of Japan for the numerical 
computation of ® and Pj; We take rice as a commodity of comparison. 
Rice is a staple good of consumption not only in Japan but in the East 
Orient. In order to make use of the volume of consumption and price of 
rice, the data of family budget inquiry in Japan is to be available. We 
now look at the” Kakei Chdsa Hokoku,” or ‘‘Report of Family Budget 
Inquiry,” compiled by Statistics Bureau of Prime Minister’s Office, which 
is shown in Table 1. In this table, the figures of September, 1931 to 
August, 1932, the beginning year of this inquiry, and of September, 1939 
to August, 1940, the final year, are given: ‘ 


Table 1 (1) . (1931—1932) 


Consumption of Rice | Real Expenditure | Expenditure for Rice 
Income {Consumption Pi ; 
Class Unit per Unit | per Cons.| per Unit | per Cons. | per Unit Ric ne 
Family | Unit (#) | Family | Unit (o) | Family ae 
: To (?) 
Yen To To Yen Yen Yen Yen 
Under 50 2.90 pil) 1.09 46.04 15.88 7.14 pe 
60 3.05 3.06 1.00 51.73 16.96 7.00 2.29 
70 2.90 3.05 1.05 59.31 20.45 7.02 2.30 
80 2.99 3.04 1.02 66.74 22.32 7.01 enon 
90 3.02 3.08 1:02 75.65 25.05 7.14 Qe 
100 3.11 ae LO 1.01 82.13 25:41 04 7.28 aot 
Mean 1.032 25.41 
(N. B. To is a unit of volume, approximately equal to 18.04 litres.) 


The reason why we adopt consumption unit instead of unit family is 
that we’ consider consumption to be variable as to sex and years. Real 
expenditure involves costs of food, housing, etc., not savings, insurance, 
etc. Price of rice per to is obtained by dividing expenditure for rice per 
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Table 1 (2) (1939—1940) 


Consumption of Rice| Real Expenditure |Expenditure for Rice 
Income /(Consumption Pa ; 
Class Unit per Unit | per Cons. | per Unit | per Cons. | per Unit | mee ee 
Family | Unit (c) | Family | Unit (9) | Family P 
Lo (2) 
Yen Under To To Ven Ven Yen Yen 
60 2.74 3.44 1.26 63.88 23.31 14.39 4.18 
70 2.02 2.87 1.10 59.09 DEO) 12.46 4.34 
80 2.78 ZO, 1.05 69.08 24.85 12.81 4,40 
90 2.94 3.00 1.02 75.50 25.68 13.18 4.39 
100 2.96 3.06 1.03 83.54 28.22 13.47 4,40 
Mean 1.092 © 1- 24.92 
a A RR A EN 
Table 2 (1) (1931—1932) 
1 
ae r log p af vib (7 log py! 
0.4405 0.5290 105.6 101.3 92.3 
0.4367 0.5367 96.9 100.4 93.7 
0.4348 0.5700 101.7 100.0 99.5 
0.4329 0.5840 98.8 99.6 101.9 
0.4310 0.6030 98.8 99.1 105.2 
0.4329 0.6156 97.9 99.6 107.4 
0.4348 0.57305 100.0 100.0 100.0 
ee 
Table 2 (2) (1939—1940) 
j 
ie 7 log p x! iM (7 log py 
0.2392 0.3272 115.4 103.8 101.8 
0.2304 0.3117 100.7 100.0 97.0 
0.2273 0.3171 96.2 98.7 98.7 
0.2278 0.3212 93.4 98.9 99.9 
0.2273 0.3298 94,3 98.7 102.6 
0.2304 0.3214 100.0 . 100.0 100.0 
unit family by consumption of rice per unit family. 
Table 2 shows the figures necessary to calculate » and Py. In this 


table x’, 7’ and (7logp)/ are respectively 100-fold as large as the values 
divided by the means of x, 7 and 7 logp repectively. 
Let the deviations from the means of x’, 7’ and (y log p) be 21, #2 and 
a3 respectively, then we get 
(34) %, = 4.844%, + 0.29 x5, 
by applying the usual method of least squares to (21), in respect to the 
figures of 1931-1932. In the above equation +,;=x/—100, x,=7’—100 and 
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x3=(7 log o)/—100. Then we get 
#413. 
0.29 
Pit ee ee 
COh4 (log 0)’ +16.69 * 
Computing @(o) by means of (33), - 
(36) —0.4343 


@(o) = fe CRIB On 0.0232. 


By the same way we can get the results from the figures of 1939-1940: 


(37) wy S416 a O27 te, 
Ka 291 
pees =0.27 
(log p’—15.48 ’ 
po —0.4343 
Bhar eal (log p/—15.48 
Putting these values of @) and @; in (20), we finally get 
100282 EH GRID / 24,02 \ =o 
ht awe 1—0.0232 ( 25.41 = Lo 
For the sake of comparison, we look at 150.6, 1940 index (base=1932), 
the atomistic value of cost of living index compiled by The Asahi. 


= 0.0322. 
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THE VALUE-ADDED TAX IN JAPAN 


By Hanya Ito 


Professor of Public Finance 


I. The Shoup Mission and Tax Reform 


Tax reform in Japan this year is based on the Report on Japanese Taxation 
by the Shoup Mission, Tokyo, 1949, which affords an invaluable study on 
national and local taxation, and abounds with interesting suggestions. We 
cannot but feel deeply grateful to Prof. Shoup for the great labour and 
effort exerted by him and his distinguished colleagues in their investigations 
and compilation of this most comprehensive report. As is usual, however, 
on such occasions, many discussions have developed, and criticism levelled 
at the Shoup Report as well as the tax reform bill drafted by the Japanese 
Government, in political, industrial and academic circles since the Report 
was first made public. I have also expressed my own personal views on 
several occasions, in articles contributed to newspapers and magazines, in 
lectures and in other ways. Among such discourses, my testimony at the 
three following Committee hearings gives, I think, a comprehensive idea of 
my views on the whole sphere of tax reform at issue, namely: (1) the 
Budget Committee, House of Representatives, on the Supplementary Budget 
Bill for the fiscal year 1949/50, November 21, 1949; (2) the Finance Com- 
mittee, House of Representatives, on the National Tax Reform Bill, March 
2, 1950; and (3) the Local Administration Committee, House of Councillors, 
on the Local Tax Reform Bill, March 30, 1950. These opinions are con- 
tained in my Public Finance, revised and enlarged, published in July, 1950. 

What I would like to discuss in this article does not of course cover the 
whole field of tax reform, but is limited to the value-added tax, which is 
the most controversial of all the taxes which have come to the fore in the 
present reform plan. It is, I think, well known that the value-added tax 
first came into question in academic circles in the United States after 
Thomas S. Adams’ proposal! in 1921, which can be said to be the precursor 


' The tax proposed by T. S. Adams is not such as the present value-added tax which is to be 
imposed on the amount of the total gross. sales minus the value of commodities and services 
purchased from other businesses, but ‘‘ the form of a sales tax with a credit or refund for taxes 
paid by the producer or dealer (as purchaser) on goods bought for resale or for necessary use 
in the production of goods for sale.’’ So that it is not a value-added tax in the strict sense 
of the word, but the principal objective of this proposal is to avoid the pyramiding effect of 
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of this tax. It should be noted, however, that there is no precedent for its 
enactment, the present attempt in Japan being the first anywhere in the world. 
Consequently, without any legislative precedent and experience in practice, 
which would be helpful in studying the tax, the drafting of the tax bill 
was confronted with many difficult problems. My. investigation of literature 
on the study of this tax by experts abroad, especially in the United States, 
revealed that with the exception of a general outline to the extent given 
in the Shoup Report, there is nothing which treats minutely on a subject 
which has become an issue in Japan; for instance, how to calculate in a 
concrete manner the amount of value-added, when it is argued that the 
value-added is the total gross receipts of an enterprise minus all purchases 
from other firms; how to deal with the pyramiding of taxes; how to 
calculate value-added in such particular cases as banking, insurance and 
other businesses of a similar nature; how to deal with the value of capital 
equipment or inventories which were purchased before the tax is put irito’ 
force and so on. ‘There may be some studies on these problems, but so far 
my investigations have proved fruitless. 

The main purport of this article is to clarify the points which are the 
subject of discussion on the value-added tax, and I will welcome criticisms 
and ideas from academic circles at large. For the sake of convenience, I 
will treat the subject in four parts, the first being the character and ad- 
vantages of the tax; the second, the disadvantages; the third, suggestions’ 
for amendment, and the fourth gives an outline of the system to be followed 
in Japan.’ ; 

I would like to add that this article is based on the assumption that 
the general recommendations in the Shoup Report will be put into effect. 


II. Character and Advantages of the Value-Added Tax 


The value-added tax is an impost, the object of which is the value- 
added to an enterprise or the value of net products. It is the value or a 
part of the national income newly created by a business enterprise, which 
means the total gross sales and other gross receipts minus the total outlay 
to other enterprises, such as purchases of capital equipments, land, buildings, 


taxes that is said to be a defect of the turnover tax; and, in this sense, the proposal can be- 
regarded as the forerunner of a value-added tax. (Thomas S. Adams, ‘‘ Fundamental Problems 
of Federal Income Taxation,’’ The Quarterly Journal of Economics, August 1921, p. 553.) 

2 I stated my opinions in detail on various problems regarding the value-added tax at the 
first general meeting of the Japan Tax Association, November 25, 1949 and also at the sixth 
general conference of the Japan Association of Fiscal Science, November 27, 1949. The con- 
tents of the former are contained in the Proceedings (pp. 133-150) of the general meeting of, 
the said association published February 1, 1950. Another treatise which is a revised and 
enlarged one of the above mentioned is shown in Studies in Public Finance (Tokyo, 1950), 
a collection of my essays written in Japanese. , 
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commodities, materials, supplies, services and the like and expenses for 


power, insurance premium and other expenses of a similar nature. Briefly, 


the value-added is a value newly added to the materials and the like which 


an enterprise purchases from other enterprises. In other words, the value- 
: added is composed of profits, interests, rents and payroll of an enterprise. 


The idea and the term value-added, which is calculated by deducting 
the total outlay disbursed to other enterprises from the total gross receipts 
of an enterprise, are not new, for in the past this method of calculation 


was often used by economists and statisticians in the estimation of national 


income or industrial production. For instance, in expressing the idea of the 
value-added, A.W. Flux used the term ‘‘net value of products” in pro- 
duction statistics in 1913, and Gerhard Colm used the term ‘‘ Mehrwert” 
in 1924 to which he gave the translation into English ‘‘ value added by 
manufacture,” and stated in his treatise that this method was popular among 
academic circles in Germany in making production statistics, quoting as 
examples of its use, studies of O. Most in 1907, A. Hesse in 1914, O. 
Nerschmann in 1916 and Fr. Zizek in 1923. There are many other examples’ 


but they all treat the subject from the standpoint of production statistics 


and not from the standpoint of taxation. The first introduction of the 
value-added tax is comparatively recent, dating back about twenty years.‘ 

The value-added tax has an element of an enterprise tax or a business 
tax, on the one hand, since the tax payer is an entrepreneur, and has also 
an element of a sales tax, on the other hand, since it is assessed according 
to the volume of business transactions. The enterprise, therefore, cannot 


be free from the tax so far as there exists the value-added even when the 


enterprise suffers a loss. This is the idea of the value-added tax. 

On what grounds then is the imposition of this tax justified? The 
levying of taxes on business enterprises can be justified on several grounds; 
for example, some say it is justified because an enterprise has an ability- 


' to-pay or because some kinds of enterprise are protected by the State by 


being granted a privilege; some argue that an enterprise should be taxed in 
return for the benefits of public services rendered by the State. Studenski 


- enumerates eight points as theoretical justifications for business taxation.® 
| The theoretical justification for the value-added tax can be sought in the 


fact that an enterprise receives benefits from the public services of a State 
and local bodies which are regarded as a factor in production, and the en- 


* A.W. Flux, ‘‘Gleanings from the Census of Production Report,’’ Journal of the Royal 


| Statistical Society, May 1913, pp. 557-598; Gerhard Colm, ‘‘Das ‘Mehrwert-’ Verfahren in 
| der Produktionsstatistik,’’ Weltwirtschaftliches Archiv, 1924, pp. 204-217. 


* Paul Studenski, ‘‘ Toward a Theory of Business Taxation,’’ The Journal of Political Economy, 
Oct. 1940, pp. 650-653. An historical description of the value-added tax in the United States 
is given in this treatise, according to which the first introduction of this tax in such a form 
as it is to-day was made in the 1930’s apart from the-aforementioned suggestion of Adams 
in 1921. 


6 Ihid., pp. 624-641. 
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terprise pays a tax in return for the benefits it receives. In a word, it is | 
justified on the principle of benefits.° What decides the compensation for | 
the benefits is the cost of services or the utility of services. If the objective | 
value theory is adopted, the cost should be regarded as compensation for 
the benefits, whereas, if the subjective value theory is adopted, the utility 
of public services should be taken instead. The answer, therefore, will dif- 
fer according to the theory to be chosen. I would like to go a step fur- 
ther in my argument, adopting the objective value theory for the time being. 

In short, the value-added tax is a kind of business taxation based on 
the benefit principle and also a kind of transformed sales tax. This is the 
intrinsic nature of the tax, and it is asserted that it has the following 
advantages : 

(1) The extent of the public services received by an enterprise from a 
State or a local body is proportionate to the volume of its business activi- 
ties. The ordinary sales tax is based on the total gross receipts or gross 
sales, while, in the case of the value-added tax, the value created by business 
activities of other enterprises such as purchases of commodities, materials 
and the like is excluded from the total gross receipts, and, consequently, 
the net volume of business activities of the enterprise itself, without any 
admixture of labour of other establishments, is represented more adequately 
and accurately.’ ii i 

(2) Under the transactions tax, or the sales tax in the form of a turn- 
over tax on all transactions, which was enforced until the end of 1949, the 
tax is imposed on business transactions at each stage of the whole process 
of transactions, with the consequent pyramiding effect of tax burdens. Mean- 
while, in case of a vertically integrated firm which performs all the func- 
tions from production to retail sale within the concern, the transactions 
tax is imposed only once. Such unfairness is unavoidable under the trans- 
actions tax, while the value-added tax is free of a pyramiding of taxes and 
assures the economic neutrality of taxation.® 

(3) Since the value-added tax is not imposed on net profits, and, there- 


° Cf, Final Report of the Committee of the National Tax Association on the Federal Tax- 
ation of Corporations, Proceedings, N.T.A. 7939, pp. 565-567; Paul Studenski, loc. cit., pp. 
648-649. The Shoup Report also admits the necessity of applying the benefit principle to the 
local business tax, as in the following: ‘‘Some kind of prefectural tax on enterprises is justi- 
fiable, in order that the businesses and their patrons shall help defray the cost of government 
services that are made necessary by the existence of the business and its employees in that 
local area’’ (p. 201). 


” Cf. for example, Paul Studenski, loc. cit., p. 647. 


8 This fact is pointed out by J. F. Zollar, in his statement before the N. T. A. on the Tax 
System of the State of New York, Proceedings, N. T. A. 1929, p. 126; Gerhard Colm, 
‘*Methods of Financing Unemployment Compensation,’”’ Social Research, 1935, p. 161; Final 
Report of the Committee of the N.T.A. on Federal Taxation of Corporations, Proceedings, N: 
T. A. 1939, p. 567; Paul Studenski, loc. cit., pp. 647-648; Harold W. Groves, Financing 
Government, rev. ed. (N.Y., 1945), p. 255; Harold W. Groves, Postwar Taxation and Economic 
Progress (N.Y., 1946), pp. 107, 339; Alfred G. Buehler, Public Finance, 3rd ed. (N.Y., 1948), 
p. 571; Shoup Report (Tokyo, 1949), pp. 166, 202-203. 
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fore, needs no determination of net profits, it is much more simple than 


the net profits tax in computing the taxable basis and the amount of tax, 
and can be applied even to small business concerns whose accounting may 
be imperfect. To determine the net profits of an enterprise is an elaborate 
task requiring a vast knowledge of accounting, etc. Minor enterprises lack 
such knowledge and necessary data, but keep documents or records relating 
to sales and purchases. In the case of the value-added tax, even these 
documents or data are sufficient for deciding the amount of the tax.® Fur- 
thermore, no inventory accounting in a business year is necessary under this 
tax, and no computation of depreciation needs to be made every year, since 
the full cost of capital equipments is deducted from the total gross receipts 
when they are purchased by the concern. This tax can also be said to be 
convenient in that, in case the outlay for purchases is too big to be deducted 
from the total gross receipts, the deficit or negative value-added can be 
brought forward to be offset against value-added amounts in succeeding 
years, 7? 

(4) The value-added tax, contrary to the net profits tax, does not dis- 
criminate against enterprises which use more capital equipment, such as 
labour-saving machines, compared with those which use more labour, thereby 
encouraging the expansion of capital equipment without experiencing the 
difficulties of shortage of working capital that are often encountered by 
enterprises needing new capital goods. This is of great significance, par- 
ticularly in Japan where modernization of plants and equipments is urgently 
needed at the present time." 

(5) Another significant advantage is that it ensures a stable tax revenue. 
Since it is assessed in proportion to the volume of business activities, regard- 
less of net profits either in prosperity or in depression, the tax revenue 
undergoes no violent changes as are witnessed in the case of income tax.” 


III. Disadvantages of the Value-Added Tax 


On the other side of the picture, the tax has the disadvantages enu- 
merated below: 

(1) It takes a value-added, or increased portion of national income, 
which as an object of tax is itself justifiable from the viewpoint of national 
economy, but from the viewpoint of private economy, it causes an unequit- 


§ This is pointed out by Studenski, loc. cit., p. 649. Alvin H. Hansen also refers to this 
point in his Fiscal Policy and Business Cycles (N.Y., 1941), p. 436, claiming that the value- 
added tax is considered to be superior to the sales tax in simplicity of administration, without 
adducing, however, any reason for the statement. 

10 This is pointed out in the Shoup Report, pp. 202, 204. 

4 This is pointed out in the Shoup Report, p. 203. 

12 This is noted in Final Report of the Committee of the N.T.A. on Federal Taxation of 
Corporations, Proceedings, N. T. A. 7939, p. 567; Studenski, loc. cit., p. 650. 
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able distribution of tax burdens among different enterprises, since there is 
a great difference in the magnitude of the value-added amounts according 
to the kinds of enterprise. Even if the volume of business activities or the 
amount of invested capital is equal, the value-added (the object of the tax) 
is greater in an enterprise which disburses a bigger amount in wages on 
account of the character of the enterprise. The value-added amount in a 
manufacturing business is generally greater than in a sales or a brokerage 
business, and tax burdens in an enterprise which depends primarily on the 
operator’s labour are also relatively great. 

To lay down tax rate grades according to the type of business may be 
one of the countermeasures for remedying the said evils, but it would in- 
volve not a little complexity and resultant trouble in tax administration, 
because the grading would have to be very minute in order to secure fair- 
ness in tax burdens. Furthermore, it would be almost impossible to put 
such a measure into practice, should a business enterprise conduct a subsidiary 
business of a different nature. It may be argued that the value-added tax 
should finally be shifted to the consumers, thus eliminating the evil effects 
of unequitableness of tax burden among enterprises. But I do not agree 
with this opinion, because the shifting to consumers may not necessarily 
materialize under a free economy, where tax incidence, generally speaking, 
is likely to be determined by the equilibrium of economic influences in the 
broadest sense of the term, and it can scarcely be asserted that the incidence 
of this tax would always be on the consumers, though it: might be other- 
wise under a strictly controlled economy. 

Furthermore, even if a shifting of the tax burden to consumers is 
possible, there still is room for criticism because it is partial to enterprises 
and disregards the interests of consumers at large. 

(2) As explained above, one advantage of this tax is said to be the 
avoidance of a pyramiding of taxation. However, it is undeniable that 
there is a fear of pyramiding or duplication of taxes in banking circles and 
the warehousing business on the one hand, and ordinary commerce and 
industrial enterprises on the other. For instance, interest received by a 
bank in return for loans to business enterprises constitutes a value-added for 
the bank; on the other hand, such interest is also included in the value- 
added of the outside enterprise. It can be said, therefore, that part of the 
value-added is a double tax which would apply also in a warehousing busi- 
ness, real estate and other enterprises. 

The outlay of a concern, when it is of such a nature as to be included 
in the: value-added of the ther party who is a business operater, should be 
excluded from the total value-added in order to avoid double counting, but 
it should not be excluded if the other party is a non-business operater, other- 
wise it would result in leaving out this part of the value-added from tax- 
ation when viewed from the standpoint of national economy. Hence the 
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question arises how in tax administration to deal with such discriminatory 
treatment according to the status of the other party to the transaction? 
This is I think a problem of practical procedure. Admittedly it is not easy 
to devise a perfectly equitable method of computing the value-added and 
the most convenient way to enforce it in actual practice, so as to assure a 
just and fair distribution of tax burdens among various enterprises without 
duplication or omission of assessment, which are feared may arise in en- 
forcing this tax. 

Turning to academic circles abroad, there have been no studies conducive 
to satisfactory answers to the above question, apart from the presentation 
of questions. To cite a few examples, Studenski in his aforementioned 
treatise in 1940 says, “‘ The tax (value-added tax) would be susceptible of 
successful operation especially in the case of manufacturing, wholesaling, 
retailing, transportation, and mining businesses. It would not. operate as 
well in the case of agriculture and professions, where the value-added con- 
sists mainly of the rewards of the entrepreneurs for their own labors and 
of the interest payments on their mortgages or other debts. It may be 
necessary to exclude these fields of occupation from the operation of the 
tax” (ibid., p. 649). Buehler also says, ‘The proposed basis for this tax 
has been variously defined and it is not clear how it would be determined, 
aside from manufacturing and merchandising, where it would apparently be 
the difference between sales and the costs of materials, supplies, and services 
purchased. Some of the advocates of the value-added tax think it would 
not be practicable in agriculture and in small ventures where accounting is 
inadequate, and its applicability in the financial and service industries is 
uncertain” (Buehler, op. cit., p. 571). 

This is tantamount to admitting that there are some enterprises to which 
the application of this tax is difficult, but they suggest no countermeasures 
to overcome the obstacles. How to solve this difficult problem was one 
of the questions with-which we were confronted. To suggest merely to 
“exclude these fields from the operation of the tax,” as stated by Studenski, 
is not sufficient to solve the problem. Does it imply that the business tax 
need not be imposed on these enterprises? If not, what is the reason? If 
the answer is in the affirmative, what is the best method to impose the tax 
on them? These are the questions which must be solved. 

It is true that there have been some studies by economists and statisti- 
cians on duplication and omission in operation of the value-added in connec- 
tion with the estimation of national income, but these studies are of little 
practical use, because their principal objective is to find a way to compute 
national income or net total production, and not to decide the method of 
applying the tax to various enterprises. 

(3) The value of capital equipments, inventories, etc. purchased after 
the enactment of this tax is to be totally deducted from the value-added 
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during the year in which they are bought or during the succeeding years, 
but the value of properties purchased before the enactment of the tax is 
not to undergo such treatment. This seems also unfair. As a consequence, 
influential concerns who operate their business on a sound financial basis, 
and possess the ability to make great profits and expand capital equipments 
are liable to be taxed too lightly, while minor enterprises are likely to be 
burdened with heavy taxes. Enforcement of such a tax system under pre- 
vailing conditions in Japan, although modernization of plants and equipments 
is essential, would prove to favour big enterprises too much, resulting in 
the acceleration of the downfall of middle-and-minor enterprises which form 
at least at present, the backbone of Japanese economy, leading to serious 
social problems.** 

(4) While it is argued that computation of the value-added tax is simple 
since it requires no determination of net profits, many accountants and busi- 
nesstnen, especially those who operate big enterprises, complain that they 
would have to keep special books and maintain a special accounting system 
for computing the value-added amount as the object of tax, which would 
involve a tremendous amount of work and trouble. They contend that since 
in big enterprises the calculation of net profits is anyway made for com- 
puting and paying the corporation tax or the individual income tax, it 
would be much more simple and more convenient to adopt a system that 
would allow them easily to utilize the data already prepared for the payment 
of the corporation tax or the individual income tax also in the case of as- 
sessment of the value-added tax as a tax on business. That is to say, their 
idea is to adopt the ‘‘adding system” instead of the ‘‘deducting system” 
as a method for computation of the value-added amount, to which I will 
refer later. 


18 This criticism applies to the Shoup Report and to other advocacies of the value-added tax, 
which emphasize the economically advantageous effect of this tax for the capital-intensive in- 
dustries. But the theory proposed by Colm in the early stage of discussion on this tax lays 
stress on the economically neutral characteristic of the tax. He proposed in his aforementioned 
treatise in 1935 to adopt the value-added tax in place of the payroll tax or the capital tax as 
a method of financing unemployment compensation. .His theory was that since the assessment 
of the payroll tax is based on wages and capital tax on capital, entrepreneurs try to free them- 
selves from either of these taxes by resorting to factors in production other than the objects of 
tax (for instance, in the case of the payroll tax, a business operator will prefer the use of 
machinery to the employment of workers), while tax evasion by such a means is impossible 
under the value-added tax system. Colm also points out that there is a question whether or 
not the amount spent for depreciation should be deducted in computing the value-added amount, 
to which point, however, he gives no answer. (Jbid., pp. 158-161.) 


Shoup asserts in his treatise in 1943 that, strictly speaking, deduction of depreciation is neces- 
sary in computing the value-added tax (Shoup, ‘‘ Taxes Available to Avert Inflation,” p. 90, in 
Shoup, Friedman and Mack, Taxing to Prevent Inflation [N.Y., 1943]), but proffers no concrete 
explanation on the method. In this connection, it is to be noted that Prof. Shoup, in his pre- 
sidential address entitled ‘‘Tax Reform in Japan’’, delivered at the general conference of the 
National Tax Association, held on 21 Sept., 1949, characterized this tax as ‘‘the most economically 
neutral form of business taxation,’’ pointing out among other things that: ‘‘It does not dis- 
criminate against the use of labor-saving devices (as does any tax on profits); it does not favor 
machinery over labor (as does a pay-roll tax)’’ (Proceedings, N.T.A. 7949, p. 412). 
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These features are disadvantages of the value-added tax, or questions 
still at issue.14 


IV. Proposals to Amend the Value-Added Tax 


Several proposals to amend the tax to remedy such disadvantages men- 
tioned above have been forthcoming. My own idea is as follows: 

(1) The difficulties mentioned are attributed to the fact that the value- 
added tax involves elements of two taxes, i.e. sales tax and business tax; 
in other words, it has a double character of taxation. Therein lies an 
advantage as well as a disadvantage. I would endeavour to make the best 
use of the special character of the tax, or its double character, in support 
of the spirit of the Shoup Report, but if the defects cannot possibly be re- 
moved, I would recommend its reform to something closer to either of the 
‘two, the sales tax or business tax, at the sacrifice of the other. If import- 
ance is attached to the element of avoidance of the pyramiding of taxes, 
it should be made to come closer to the retail sales tax; if importance is 
to be attached to the benefit-principle-taxation, it should approach closer to 
the business tax which takes external indicia as the taxable basis. In the 
latter case, the pyramiding of taxation should naturally be admitted. Of 
the two, which is preferable? In my opinion, the business tax is preferable 
to the retail sales tax which entails much more trouble in tax administra- 
tion and also has the element of fear of devolving into mass taxation and 
regressive taxation as a result of shifting the taxes to consumers. I em- 
phasize this point particularly, because of the unsatisfactory experience with 
the sales tax in Japan. To make it resemble the business tax answers more 
properly the fundamental purport of the tax, i.e., compensation for benefits. 

Thus my proposal is to determine a taxable basis reasonable and suit- 
able for each enterprise, making it a basic principle to adopt value-added 
as a taxable basis, and to admit the pyramiding of taxes if it is unavoidable 
by the necessity of rationalizing tax burdens, although it is desirable that 
every possible effort be made to avoid this. 

Then what method should be adopted in order to compute the value-added 
amount in respective enterprises? It should be decided by taking into con- 
sideration the ground for the imposition of the tax, which is compensation 
for benefits received by an enterprise from public services, the extent of the 
benefits being considered to be proportionate to the volume of business done 
by the enterprise. Therefore, computation of the value-added amount can 
be realized by adopting a method which makes it possible to represent the 


4 Hansen points out as one of the defects of the value-added tax that it is more likely to 
encourage price increases than in the case of the sales tax (Hansen, op. cit., p. 436), but he ad- 
duces no evidence on this angle. 
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volume of operating activities of the enterprise as minutely and exactly as | 
possible. Put more precisely, it should be obtained by deducting the operat- | 
ing expenses from the gross operating income of the business. Income and 
expenditure which are not directly related to the business activities should | 
be eliminated. I think it is improper to deduct all the outlay of a business - 
from all receipts with no regard to their nature, and if any question arises 
as to the method of calculating the value-added amount in some kinds of — 
business, it should be determined by this general rule. | 

Deductions of outlay for capital equipment, instead of being done, wholly 
at the time of purchase, should be carried out by depreciation as far as 
possible, by which the aforementioned defect (3) can be removed. In enter- 
prises where it is technically difficult to adopt this method or the depreciable 
assets are intrinsically few, there is no alternative but to adopt a method 
of deducting the total amount of outlays at the time of purchase. This 
should be admitted as unavoidable for the convenience of assessment, though 
it lacks accuracy and detail. 

(2) Reverting to opinions in academic circles in the United States, Colm 
and Studenski take a positive attitude in advocating the value-added tax, 
while some others recommend a retail sales tax instead, the arguments for 
which are not necessarily the same, though one common to them all is that 
the retail sales tax, like the value-added tax, involves no pyramiding of 
taxation. There arises no duplication of taxes with the retail sales tax, since 
it is levied only once at a time when a commodity is purchased by a con- 
sumer. Besides, it has the big advantage that this tax can be so applied 
as to give the consumer specific information on the amount of tax he is 
paying. It is also argued that the retail sales tax is a more simple and a 
surer means if it is considered desirable to impose it on consumers according 
to the volume of consumption. Shoup maintains this theory, also Groves 
and Buehler, though there is a difference in the points to which they attach 
importance. They do not contend, however, that the retail sales tax is the 
best of all taxes, but that it is the best of all kinds of sales taxes.’® 

Care must be exercised regarding this argument, for they believe the 
value-added tax, like the retail sales tax, involves no duplication of taxes. 
However, as I have already pointed out, I think there does arise a duplica- 
tion of taxes even in the case of the value-added tax. If importance is to 
be attached to the avoidance of duplication, a theoretical conclusion would 
lead to the adoption of the retail sales tax which aims at imposition on the 
final consumer, though it is admitted that even this impost would be dif- 
ficult to levy solely on sales to final consumers, because it is difficult in 
practice to distinguish them from sales to merchants and manufacturers, who 
should in principle be tax-free. Therefore, there is as a matter of course 


16 Shoup, Taxes Available to Avert Inflation (1943), pp. 87-91; Groves, Postwar Taxation 
and Economic Progress (1946), pp. 109-110, 284; Buehler, op. cit., p. 571. 
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the possibility of the pyramiding of taxes even in the case of the retail sales 
tax. But this is a question of practice and not theory. 

The most outstanding opinion is contained in the treatise prepared by 
Prof. Shoup in 1943, in which he concludes that the retail sales tax is 
superior to the value-added tax or any other kind of sales tax, after a com- 
parative study on the pros and cons of several types of sales tax—general 
sales tax or turnover tax on all transactions, manufacturers’ sales tax, whole- 
sale sales tax, retail sales tax, tax on value-added (ibid., p. 91). He ex- 
pressed the opinion also in a criticism of the abolished transactions tax in 
Japan in the Shoup Report of 1949, in which he says that it had the dis- 
advantage of the pyramiding of taxes and favoured the vertically combined 
firm. On the contrary, he asserts ‘‘ The retail sales tax and the value-added 
tax do not have this defect. A nation-wide retail sales tax is probably not 
practicable in Japan at the present time, in view of the large percentage 
of business done, especially outside the large cities, by small retail shops - 
whose accounting records are inadequate or non-existent. Exemption of so 
many yen sales per month, if made high enough to eliminate retailers with 
inadequate records, would cut out a large part of the total tax base” (Shoup 
Report [1949], p. 166). 

When I perused this part of the Report, bearing in mind his treatise 
of 1943, I presumed he might be of the opinion that the adoption of a retail 
sales tax is preferable to the value-added tax if accounting records are better 
prepared by businesses in Japan. It is not clear whether or not his real 
intention is such, since any tax that is regarded as a good tax at a certain 
time and place might possibly be a bad tax at another time and place. Be 
that as it may, I myself presume his opinion as such for the present. 

(3) An amendment to the value-added tax proposed by professors of 
business management and accountancy as well as entrepreneurs in Japan is 
related to the method of computing the value-added. As suggested in the 
Shoup Report, there are two computing systems; one is the ‘‘ deducting sys- 
tem,” ‘so called for the time being, under which value-added is to be obtained 
by deducting total outlays for purchases from the total gross income of a 
concern, and the other is the ‘‘adding system,” also so called for the time 
being, under which value-added is to be obtained by adding up factor costs, 
i.e. profits, interests, rents and wages. Contrary to the Shoup Report and 
most of the advocates of the value-added tax in the United States who are 
in favour of the deducting system, some advocates in Japan prefer the add- 
ing system. The principal reason is that it is more convenient for big firms 
since, under it, the books and accounting prepared for the corporation tax 
are usable as they are for the value-added tax without necessitating the 
preparation of special books or other special procedure." 


** An advocate of the adding system based on the most’ detailed arguments is Prof. Susumu 
Watanabe, ‘‘Computation and Taxation of Value-added,’’ Industry Management (Sangyo Keirt), 
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I cannot subscribe to this opinion, because it neglects the special charac- 
ter of the value-added tax in that it involves a double character of the 
business tax and the sales tax. Attaching importance to this special charac- 
ter, the adding system is out of the question, and asa natural consequence 


the deducting system should be adopted, because one of the main motives 


in advocating a new tax, the value-added tax, is to remove the defects in- 
herent in the sales tax. Firstly, the sales tax, no matter what form it takes, 
is unfair since it is based on gross total income or gross sales, neglecting 
payments to other enterprises such as purchases of raw materials, merchan- 
dise, etc. Secondly, it causes a pyramiding of taxes and consequently favours 
vertically integrated firms, as it is imposed on all transactions every time 
one is conducted. To remove these evils, while keeping the, form of a sales 
tax, is the point aimed at in adopting the value-added tax. This is why 
Prof. Colm called the value-added tax a “‘refined sales tax” in his treatise 
in 1935 (ibid., p. 161). 

If the adding system is adopted, under which “tHe tax is imposed on the 
sum total of profits, interest, rents and wages in each enterprise, the value- 
added tax is no more a tax taking sales as the taxable basis, but becomes 
a tax resembling a pure business tax, losing the element characterized as 


a sales tax involved in the value-added tax. There are instances in this and — 


foreign countries where the external indicia, such as rental value of real 
estates for business use, number of employees, gross sales, etc., were taken 
as the taxable basis for business tax in the past. The value-added tax com- 
puted by the adding system is in itself nothing more than a business tax 
assessed by such external indicia in an elaborate form, and, consequently, 
loses the characteristics of a value-added tax in which it has two elements 
of a sales tax and a business tax. 

This theory was advocated with a view to eliminating several evil effects 
due to the special character of the value-added tax, which embodies elements 
of a sales tax as well as a business tax, and the preference conceded as a 
concrete countermeasure, of making the value-added tax closer to a business 
tax. I favour the spirit of this proposal, but it must be noted that the value- 
added tax, based on the adding system, loses entirely the element of a sales 
tax, turning therby into a pure business tax, which is one very different 
from the so-called value-added tax recommended in the Shoup Report. 

Furthermore, duplication of taxes between banks and similar institutions 
and other businesses can no better be avoided by the adding system than 
by the deducting system. In this respect there are opponents. Mr. Torao 
Nakanishi, who was the earliest advocate of the adding system in Japan, 
gave his opinion in a noteworthy treatise, in which he favoured the taking 
of the total of four factor costs, profits, rents, interests and wages, as a 
taxable basis for the value-added tax, asserting that interest received by 
February 1950, pp. 24-27. 
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banks, or land and house rents received by real estate companies should not 
be taxed since they constitute a factor cost of other businesses which pay 
them.” On the basis of his proposal, duplication of tax can admittedly be 
avoided, but the tax burdens of a banking business or a real estate lending 
business will become too light, resulting in an unjust distribution of this tax 
burden among enterprises. The pyramiding of tax is unavoidable if this 
kind of unfairness is to be eliminated. 

Some advocate, instead of adopting the deducting system, the taking 
of the total wages and arbitrary or average rate of imputed return or profit 
on all operating capital of the enterprise as the taxable basis of the value- 
added tax. This is, however, a kind of adding system to which I cannot 
subscribe for the reasons mentioned above. 

(4) Others favour continuing the net profits taxation hitherto enforced 
in Japan in opposition to the adoption of the value-added tax, one of the 
grounds for which is that, under the latter tax system, even an enterprise 
suffering a loss is taxed as a necessary consequence of taking the value- 
added as the object. This contention, however, neglects the fact that the 
value-added tax is not a tax based on the ability-to-pay principle, but on 
the benefit principle. 

Besides, this form of business taxation has another advantage at present 
in Japan. According to our tax system, a business enterprise is taxed by 
three public bodies ; individual income tax or corporation tax by the national 
government ; business tax by prefecture and inhabitants’ tax by municipalities 
(city, town and village). When these three public bodies impose taxes on 
enterprises adopting the same object, e.g. net profits or income as the tax- 
able basis, the object of the tax, for instance, the part of the income which 
evades taxation by one public body escapes also assessment of taxation by 
other bodies. To avoid this defect in the tax system, it is desirable, I feel, 
to select a different standard as the taxable basis, by at least one of those 
public bodies. At present in Japan, in the assessment of individual income 
tax and the corporation tax by the national government, and the inhabit- 
ants’ tax by the municipalities, the net profits or income are principally 
taken as the taxable basis. When a prefecture, existing between national 
government and a municipality levies taxes on the value-added, instead of 
on the net profit, such defects as mentioned above can be avoided, and at 
the same time the taxable basis of the prefectural tax can be made independ- 
ent from that of the national tax. From the viewpoint of improving the 
whole system of national taxes, prefectural taxes and municipal taxes, the 
imposition of the value-added tax by prefectures can be said to be signific- 
ant. The Shoup Report also explores the grounds for recommending the 
value-added tax as a prefectural tax on enterprises, instead of the net profit 


1 Torao Nakanishi, ‘‘ Revaluation of Assets and Value-Added in the Shoup Report,’”’ Industry 
Management (Sangyo Keiri), November 1949, p. 9. 
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taxation, as follows: ‘‘ We recommend that the enterprise tax be retained 
but that it be transformed to accomplish two aims; first, to relieve some 
of the cumulative pressure on net profits as a tax base; and second, to make 
the administration both more simple, and less dependent in principle upon 
what the national government’s tax administrators do” (Shoup Report, pd. 
201). 


V. The Value-Added Tax System in Japan 


I have explained in the above chapters the general problems surround- 
ing the value-added tax, the problems under discussion and countermeasures 
proposed’ to cope with them. The original draft for the value-added tax 
formulated by the Japanese Government, which was originally expected to 
be enforced from 1950, is the fruit of much work in an endeavour to solve 
the problems mentioned above. However, it cannot be claimed that the 
knotty problems at issue have all been solved even in this draft plan. 
Perhaps I should explain in outline the original draft." 

(1) The value-added tax is to be imposed on the value-added of the busi- 
ness, that value-added being the taxable basis, by the prefecture where the 
office or place of work is located, om individual and juridical operators of 
a business. 

(2) There are to be three categories of businesses subject to this taxa- 
tion, namely: the first comprises all trades and industries in a broad sense 
of the term, including the following 36 types: sales of goods, banking, 
mutual financing (mujin), trust, insurance, money lending, securities, the 
loan of goods, manufacturing, electricity supply, gas supply, stone-cutting, 
radio and broadcasting, transportation, motor roads, canals, piers, anchoring, 
stevedoring, warehousing, contracting, printing, publication, photographing, 
rooming houses, hotels, restaurants, intermediaries, agency, brokerage, com- 
mission agencies, money exchange, entertainment, indoor games, amusement 
parks and other businesses of a similar nature. Those in the second category 
are agricultural and fishery industries, including live-stock breeding, fishing 
and others of a similar nature. Those in the third are the liberal profes- 
sions and other special activities, including the following 19: medical pro- 
fession, dentists, pharmacists, midwives, veterinary surgeons, lawyers, judicial 
consultants, administrative consultants, notaries, patent lawyers, tax consul- 
tants, certified public accountants, public accountants, design supervisors, 
barbers and beauty parlors, art instruction, public bath-houses, newspapers, 
and others of a similar nature. 


*8 The original value-added tax plan was part of the Bill for Local Tax Reform. Rejected 
at the 7th Diet session in the spring of 1950, it was presented again at the 8th extraordinary 
session held in the summer of this year and passed by the Diet. It is to be noted, however, 
that the enforcement of this tax is postponed till January 1, 1952. 
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The following shall be exempt: a) businesses conducted by the State 
and local public bodies, b) businesses of the second and third categories 
conducted by academic juridical persons and the like, c) those conducted by 
the National Railway Corporation, Japan Monopoly Corporation, the Peo- 
ples’ Finance Bank and other public corporations of a similar nature, 
d) agriculture, forestry, mining and placer mining, e) businesses of the second 
category conducted mainly by self-labour. 

(3) The taxable basis shall be the value-added of the enterprise, calcu- 
lated by deducting the amount of specific outlay from the total sales, the 
latter and the amount of specific outlay being computed as follows: 

The total sales (total amount of gross income) is the total of sales of 
commodities or receipts of money in return for services related to the busi- 
ness and sales of fixed assets and other receipts incidental to the business (for 
instance, property insurance money, subsidies granted by national and local 
governments, etc.), excluding interest, stock dividends, land and house rents, 
in order to avoid duplication of taxation. Meanwhile, interest and stock 
dividends received by banks, mutual financing institutions, trust companies, 
insurance companies and money lenders shall be taxed, since they form the 
operating income of these businesses. In this respect, it can be said that 
there arises a duplication of taxes between these businesses and others which 
pay interest and dividends. As regards land and house rents, however, they 
are not taxed even when they are received by real estate lending businesses. 
Thus the aim to avoid duplication of taxation will be attained, but, as a 
consequence, it will bring about unfairness in that a building loan business, 
for example, will be exempted from this tax. The main ground for tax 
exemption on such a business is that the municipal property tax (real es- 
_ tate tax) is heavy on this kind of business, since it owns naturally a lot of 

teal estate. Nevertheless, it can be said to be unequitable to let a building 

loan business be entirely exempt from enterprise tax. The tendency for tax 
pressure to become too much for this kind of business, since a heavy muni- 
cipal property tax is imposed on it, should be avoided by some counter- 
measures, and it is desirable to impose an enterprise tax in the form of the 
value-added tax on this kind of business also in one way or another. 

The specific outlay is the total expenditure proper to the enterprises, such 
as (a) outlay for the purchases of land, houses, depreciable fixed assets other 
than houses, merchandise, partly finished goods, materials, supplies and (b) the 
following outlay such as fees; storage charges; charges for utilization (exclud- 
ing the land and house rent); interest disbursed by banks, mutual financing 
institutions, trust companies, insurance companies and money lenders; pro- 
perty insurance premium; repair and processing charges; advertising ex- 
penses; transport and communication outlay; charges for motive power, 
water, lighting and heat; taxes and public levies (excluding the individual 
income tax, corporation tax, net-worth tax, succession tax, inhabitants’ tax, 
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fines, etc.); payments to the national treasury (e.g. price differential profit) 
and other expenses of a similar nature. Interest disbursed by a business 
other than banking and the like, and also all of land and house rents, are 
not deductable as outlay, because such interest and rents are regarded to 
constitute a value-added of the enterprise which disburses them and so they 
are to be taxed. Lied aan 

The above represents the calculation method for total gross sales and 
the total outlay, under which there arises such unreasonable results as: if 
the fixed assets or inventories which were purchased before the enforcement 
of the tax are sold after it becomes law, the receipts from the sales of the 
properties will be included in the value-added, while the outlay for the 
purchase of the properties in the past will not be deducted. To remedy this 
defect, either of the following two measures should be adopted: (a) the value 
of the total assets owned by the enterprise at the time of enforcement of 
the tax should be computed and then deducted as outlay in the computation 
of value-added, and the sales amount of the properties, if sold later, should 
be treated as receipts; (b) with the time of purchase as the line of de- 
marcation, the sales amotnt of the properties of the enterprise, purchased 
before the enforcement of the tax, should not be regarded as receipts, when 
sold in levying the tax. Hither of these two seems reasonable, but both 
methods are troublesome and difficult in computation as well as in the pro- 
cedure for deciding the time when the properties were purchased in the past. 
Such unreasonable features in the Japanese system are due to expediency in 
tax administration. 

(4) For the 1952/53 fiscal year only, the undermentioned enterprises can 
make a choice of the tax basis, either to have the amount calculated by 
the above-mentioned method or have it calculated by multiplying the total 
gross receipts by the following rates: 45% for banking; 45% for mutual 
financing ; 100% for trust business ;!9 17% for property insurance; 15% for 
life insurance; 50% for transportation; 40% for local railways and trams; 
50% for warehousing. This exceptional measure aims at avoiding an ex- 
cessive tax which might fall upon those enterprises by resorting to the 
ordinary method of calculating the value-added. 

(5) Exemption from the tax shall be granted to those businesses with a 
yearly value-added of less than ninety thousand yen. 

(6) The standard rate of the tax shall be 4% for the value-added of 
businesses in the first category, and 3% in the second and third categories. 


19 The total gross receipts of a trust organization in this case are what is called ‘‘reward 
for trust,’’ which is the total gross receipts from custody or disposition of trusted properties 
minus the interest on trust paid to the trusters. In banking, the taxable basis is the total 
gross receipts, which include interest on deposits paid to the depositors, while, in the case of 
trust business, on the contrary, the interest on trust is already deducted from the amount of 
the taxable basis. This is the reason why 100% of the reward for trust is made the taxable 
basis in a trust business. ; 
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However, in any case, the rate shall not exceed 8% and 6% respectively. 
(7) Where the amount of the outlay exceeds the total amount of sales, 
the portion in excess, i.e. the negative value-added, shall be carried forward 
to be otfset against the value-added amount in the succeeding five years. 
(8) The tax shall be paid by self-assessment as in the cases of corpora- 
tion tax, individual income tax, etc., by instalments. 

(9) If the enterprise has offices or workshops, etc., in more than two 
prefectures, the total amount of the value-added shall be allocated to the 
perfectures concerned as a general rule according to payrolls, and the pre- 
fectures will determine the amount of the tax, except in manufacturing 
businesses, electricity supply, gas supply, motor roads, canals, piers, anchor- 
ing, and stevedoring businesses, where one half of the total value-added shall 
be allocated according to the payrolls and the other half according to the 
value of the fixed assets. 

(10) Revenue from the value-added tax for the 1950/51 fiscal year, when 
the original tax plan was presented to the Diet in the spring of this year, 
was estimated at 41,964 million yen, which is a little less than receipts from 
the business tax (which is based on net profits) amounting to 43,174 million 
yen in 1949/50. Taking into consideration the reduction of tax burden 
under the national transactions tax, amounting to 45,100 million yen, which 
was abolished from January 1, 1950, the tax burden on enterprises was 
expected to be reduced in total by more than half that of the previous 
year. Needless to say, however, individually speaking, some of the enter- 
prises would show an increase in tax burden. The budget estimate of the 
value-added tax for 1950/51 accounted for 59% of the total revenue from 
prefectural taxes amounting to 70,431 million yen for the same year, head- 
ing the list of all prefectural taxes. 

I have dealt with various problems which have come to the front since 
the proposed enforcement of the value-added tax in Japan, but there may 
arise unexpected new problems following its promulgation. Actual conditions 
will have to be studied carefully from time to time after the new tax comes 
into effect. 


THE INCOME TAX BURDEN: 
A JAPANESE EXPERIMENT 


By CHOTARO TAKAHASHI 


Professor, The Institute of Economic Research 


I. Income Tax in Japan 


1. The Problem of Tax Burden 


The impression that the tax burden in Japan is very heavy or abnormal 
has gained credence throughout the country of late. The problem of tax 
burden, however, is very complicated, in that various imposts are combined 
to cover many purposes, and there is the issue of so-called ‘‘double” 
taxation. In this regard, from the standpoint of taxes imposed or to be 
imposed, there are at least two points of view, namely, the social and 
individual. In this paper the author proposes to attempt an analysis of 
the transition and present position of the tax burden in Japan, with 
emphasis on income tax, and in order to show the. position which income 
tax occupies in the total tax system, it will be considered first from the 
standpoint of national finance and afterwards from the standpoint of 
national life. 


2. The Position of Income Tax in the Tax System 


In making a general survey of the tax system as a whole, and espe- 
cially the rdle of income tax, it is perhaps better to study the problem in 
relation to the fluctuation of the whole economy, and compare the yearly 
changes of total tax with the price fluctuations. This is especially important 
in Japan which suffered heavily a post-war inflation. Table 1 shows the 
total receipts from central and local taxes, including the surplus of the 
Monopoly Bureau, on the one hand, and the so-called effective prices (i.e. 
a weighted average of official and black market prices) based on the 1931- 
35 average on the other hand. The comparison of rate of growth 
between them, expressed in a bilateral logarithmic chart (see Chart 1), 
clearly shows that the increasing rate of tax advanced more than that 
of prices in 1934-44, after the depression period of 1930-33, and that the 
elasticity was very high. But after the war its elasticity declined abruptly; 
and the increasing rate of tax had not reached that of prices under the 
influence of inflation, until in 1948 it seemed to recover to the pre-war 


1950] THE INCOME TAX BURDEN 61 


level. It will be noted that the trend in 1946-48 is greater than in 1934- 
44, the increasing rate of tax in 1946-48 changing rapidly, and it is natural 
that the intensity of the tax burden should become serious. (1948’ in the 
Chart 1 is the preliminary budget figure.) 


Table 1. Tax and Prices* Chart. 4 Tasxcjand Prices 
| ioe as Gee 00) 
viel | : eceipis =oo=u 
(in ot Tax Price 
1930 1,705 107}. 107.5 Pane 
1931 1,520 96 93.9 
1932 1,461 92 94.8 20,000 
1933. | 1,559 98 100.9 ines 
1934 | T7108 107 103.0 
1935 1,837 oye LUN} 105.0 
1936 | 2,033 Rael? TAOS) Sr bay 
1937 2,442 153 20.8711 p50 
1938 3,040 191 138.4 
1939 3,690 232 | 154.9 ee 
1940 5,003 314 193.0 500 
1941 5,830 366 22 58u 300 
1942 8,463 bo 292.9 200 
1943 | 10,953 688 | 344.5 fe 
1944 | 13,724 863 430.2 
1945 . 12,446 782 1,440.0 100 200 500 1,000 2,000 5,000 10,000 40,000 
1946 41,154 DOOM a cig olan U0 Price 
1947 210,129 13,203 | 18,983.4 
1948 426,668 26,834 | 28,661.9 
pS AS a) SES SS 


Table 2. National Taxes and Local Taxes** 
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* Total tax receipts are expressed in the fixed amount; prices are shown in the index of 
effective retail prices (estimated by the Bank of Japan). 

** National taxes include stamp revenue and the surplus of the Monopoly Bureau. Those 
for 1947 are the actual amount;:those of 1948 are estimated, and those of 1949, the Budget 
figures. For local taxes the fixed amount till 1947 is given, and that in 1948 and 1949 is an 
estimate by the Committee of Local Finance. 
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As shown in Table 2, the national tax, which occupies a predominant 
position in national taxation, increased gradually until the total tax receipts 
were 93.7% in the year 1944, thereafter they decreased gradually. The national 
tax in the table includes stamp revenues and surplus of the Monopoly 
Bureau, but the tax transferred to local governments came to be enforced 
from 1941. Therefore in order to know the essential réle of the national 
tax, we must deduct the tax allocated from the national tax and add it 
to the local tax. Consequently, the ratio of national tax was 77.4% in 
1940, 77.2% in 1941, 81.7% in 1942, 84.7% in 1943, 87.1% in 1944, 83.7% 
in 1945, 85.0% in 1946, 81.0% in 1947, 73.7% in 1948 (budget), 73.6% in 
1949 (budget). Further, the allocative tax became an equity fund for local 
governments according to Dr. Shoup’s advice, and the réle of national tax 
is declining gradually, though it occupies about 80% in gross total of taxes 
and has not yet lost its importance in the tax system. 

The national tax is chiefly composed of the acquisition tax and con- 
sumption tax and, as a supplement, circulation tax and property tax are 
combined. Income tax in Japan was first imposed on individuals in 1889, 
but under the Income Tax Law enacted in 1899, it came to be imposed 
on corporation income, and on interest on public loans. The tax on personal 
income is classified as a third kind of income tax. ‘Though the contents 
have been changed by various amendments since that time, the system of 
three kinds of taxes was maintained till 1939. In 1940, the corporation 
tax was separated and personal income tax was divided on a double basis, 
that is, classification and synthesis, by the enactment of a new income tax 
law. This system was continued till 1947. The amendment in 1947 is 
fundamental, the double basis of income tax being abolished and an excess 
progressive tax on all incomes under this amendment being imposed. The 
so-called income tax shown in Table 3, involves these changes of contents 
and sums up the corporation tax, etc. 

The percentage of income tax thus defined in the whole government 
revenue, and in the national tax is shown in Table 3. Though percentages 
fluctuated in war-time, when loans covering deficits were issued additionally, 
it accounted for 40.0% of the revenue and about 60.0% of the national 
tax. 

The percentage however does not show clearly the economic meaning. 
The meaning of the yearly trend of income tax can be judged by contrast- 
ing it with the fluctuation of national income (see Chart 2). 

The average elasticity of income tax to national income was high between 
1931-44, but it has been decreasing rapidly since the war, and seems to 
have reached near to 1. The importance of the rdle of income tax in 
public finance may be judged not only by its percentage in the revenue, 
but accurately by its elasticity. 

Among the many problems involved, one of the chief reasons for the 
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tax system being so complex, is that sufficient tax receipts are not obtain- 
able from a single tax system in capitalist society. If this is the chief 
reason, we must measure the elasticity of each item of tax,’ and must 
consider the various effects of income tax on the economic system without 
which their influences may be found to counterbalance each other and will 


Table 3. Position of Income Tax* 
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1936 2,372 1,361 321 MS | 27.6 | 14,604 
1937 2,914 1,783 590 20.2 | 524 16,954 
1D Sgn 15 43,595 2,336 O41 26.2 39.6 | 19,273 
1939 4,970 2,927 1,288 25.9 44.1 | 24,218 
1940 6,445 4,219 2,431 37.7 SPIN Noe beS 
1941 8,602 4,931 2,939 54.2 5966 N 3h, 733 
1942 9,192 7,529 4,497 49.0 59.7 | 36,299 
1943 14,010 9,961 5,297 37.7 5381 | 43,687 
1944 21,040 12,863 7,959 37.9 61.5 | 54,807 
1945 23,487 11,555 6,963 29.6 60.3 | 1 
1946 118,899 37,438 30,492 ES | 80.4 | 181,100 
1947 214,467 189,601 92,640 | 43.2 48.8 | 1,115,800 
1948 449,514 426,668 219,590 S4.8 51.4 | 2,228,800 
1949 741,313 515,970 349,871 47.2 67.7. | 3,077,000 


nn NE Eee 

* Up to 1949, the figures given are the actual amounts; for 1950, the budget figure is given. 
The revenue is that only in the general account. Receipts of national taxes include surplus of 
the Monopoly Bureau. Income tax receipts include income tax, corporation tax, special cor- 
poration tax, corporation capital tax, excess income tax, extraordinary excess profits tax, and 
war profit tax. The national income is national income distributed, estimated by the Economic 
Stabilization Bureau. Calender years till 1946, fiscal years after 1946 and 1947. 


not prove advantageous for economic welfare as a whole. A sufficiency 
of revenue is a sound financial policy. It is a prior task in Japan to 
control inflation by a sound policy, but there exists a limit to the tax policy 
itself. Generally speaking, tax receipts, as far as a progressive system is 
involved, may be changed more rapidly than the fluctuation of national 

1 Business cycle elasticity of income tax in Japan was 1.55 in 1931-39 which is seemingly 


lower than that of England. Cf. Victor Edelberg, ‘‘Flexibility of the Yield of Taxation,” 
Journal of the Royal Statistical Society, 1940, LI, Part H, pp. 153-190. 
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income. But the increase of tax revenue in 1946-48, as shown already, 
could not keep pace with price inflation and the change of national in- 
come. Does this indicate that tax revenue is losing its flexibility? There 
are various factors operating in its favour, so it would be hasty to con- 
clude that the automatic recovering function of taxation is disappearing 
at the same time. On the other hand, it would also be improper to con- 
clude that the recovery after 1948 indicates an automatic flexibility. To 
establish such a limitation, there must be a standard, which must refer 
to future real national income, that is, the standard of living in a broad 
sense from the point of view of economic welfare apart from the narrow 
scope of financial technique. We must enquire again whether the collection 
of taxes since 1948 was accomplished without sacrificing national welfare 
and the accumulation of capital. 


Chart 2. Income Tax and National Income 


1949 


Income Tax 


“10 a S 100 36 Se BON. 2 Ss os 
(milliard yen) National Income 


From the standpoint of national finances, a sufficiency of tax revenue 
may be the first principle, and the analysis and statistical examination 
given above relates to the tax revenue in Japanese public finance. 
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Il. Distribution of Income and Rate of Tax 


1. Distribution of Income 


In analysing the degree of tax burden in national life, there are two 
standpoints, namely individual and social, that is to say, a distinction has 
to be drawn between the size distribution of individual income and the 
share distribution in each class of society. It is perhaps absurd to compare 
merely the tables of tax rates without considering the distribution in each 
income class, hence we shall first deal with the type of distribution in 
Japan, and next clarify the actual condition of tax burden. 

The size distribution between individuals -was investigated from tax 
statistics. We find that there have been many attempts at generalization 
of the types of income distribution and their characteristics, Pareto Law 
being a classical example, though that law cannot be appropriate to the 
lowest income level. Moreover, Pareto coefficient a is not so sensitive 
as Gini’s coefficient 6, but calculating a coefficient for assessable income 
in Japan, the values were 1.62 in 1940, 1.68 in 1941, 1.70 in 1942, 1.72 in 
1943, 1.76 in 1944, 1.78 in 1945, 2.02 in 1946, and 1.92 in 1947. The no- 
table recent increase in values indicates that incomes are being concentrated 
in the low income class. In England, a similar change took place during 


‘the war, it being 1.57 in 1937/38 and increased afterwards to 1.75 in 


1944/45.2 But no nation has, I think, experienced such an abrupt change 
as Japan, where it seems the type of income distribution has a tendency 
to equalization. Had the income distribution been more equalized than in 
pre-war days, even a slight rise in the average tax rate would have been 
most perceptible. 

In income tax, the average ratio between assessable income and total 
tax was about 4.0% in 1930-36, increasing gradually to 9.4% in 1940, 
8.7% in 1941, 11.5% in 1942; 10.2% in 1943, 12.6% in 1944, 12.8% in 
1945, 14.3% in 1946, 21.2% in 1947, 16.6% in 1948 (estimated) and 18.3% 
in 1949 (budget), Contrasting them with Pareto coefficient, the average 
rate of tax increase is in inverse relation to the equalization of income 
distribution, and the intensity of the tax burden increased generally. 

Generally speaking, the average rate of tax has no economic significance, 
if it is not compared with the type of income distribution and measures of 
equality. 


2. Types of Income Distribution by Industry 


Although income distribution among individuals as a whole may be 
equalized considerably, it does not always mean that individual income 


2 F. A. Cockfield, ‘‘The Distribution of Incomes,’’ Economica, Nov. 1948. 
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distribution within each social class follows the same tendency, therefore | 
let us classify it by industry and investigate Gibrat distribution for each | 


class, considering manufacturing,,commerce, communications and services. 


Drawing these distributions by industry on a probability basis, we see ~ 


they follow nearly a rectilinear line. (Only part of the result is shown). It 
is a notable fact that these are applied to the Gibrat distribution law. 

The Gibrat distribution, that is, the logarithmic normal type, means 
that X takes normal distribution, when the magnitude of income is Q, and 
X is logarithm of Q; X=logQ. Designating the population mean of Q by 
a, the population variance by w?, population mean of X by m, and its 
population variance by o*, we have;?® 


ped a 
loga =m +77, 


log (w?-+a?) = 2(m+o?) 
Showing the coefficient of variation of X as 


the following expression is obtained 

a® = log (Co?+1) 

m = loga — log VC)?—1 
In these Charts (3, 4, 5), the slopes of each straight line almost equal each 
other, by year and by industry, and are in inverse proportion to a, so it is 
recognized that o? is comparatively invariable. Therefore, the Co coefficient 
of variation of income can be regarded as almost constant.* 


Table 4. Income Distribution by Industries and Income Classes 


Income (1) Manufacturing Income | (2) Trade and Finance 
Class econo ecg hs es Car Class | Percent of Taxpayer Units Cumu- 
(thousand | (%) (thousand ated from Low Incomes Upward 
yen) |/1942/1943/1944/1945 yen) |1942/1943/1944|/1945 
5 | 3880| 4295| 45.99| 48.54 5 | 7446| #9.76| 5232| 56.60 
8 COLIN OSAL | A OZE) ees 8 | 73.64 “76.12 77 See 
12 62.19 | S4.60| 85.57 | 85.11 12 88.12| 89.86 | 90.84| 92.49 
20 | 2:25|° 93.63 | 93.63) 93.05 20 95.48 | 96.42 / 96.77 97.38 
30 96.19 | 96.84| 97.01| 96.22 30 I789 \\ 9SLE9.\  ISGA Naame 
50 SOOO PISA Nw ISTO Nn EPS eIo: 50 POLS ie Boek . DD SO FRE 
80 99.82 | NIDA 99.49 99.25 80 99.68 | 99.76 99.80 | 99.85 
120 DOTA | NEPA eae ISOS 120 99.86 | 99.89 | IF. OL | eas 
200 1) 99.83 | 19994 ih 99295 199.89 200) Vi) 329396 99. 96.\ 1 Saaon DIS 
SOO PPE OOo Hn ITI 9G 300 * | PPOSi es 99s | 99.98 \ (ODP. 
500 | 99.99 99.99 99.99 99.98 500 99:99 99199 | “GRIF eae 
1,000 100.00 99.99 99.99 | 99.99 1,000 99.99 99. 99 | 99.99 1 Eee? 
| 100.00 100.00 L00.00 | LO0.00 L00.00 | 100. 00 LO00.0O | 100.00 
* R. A. Fisher, An Elementary Treatise on Frequency Curves (1922). 
* G. Masuyama, A Discourse on Stochastics (Suikeigaku no Hanashi) (Tokyo, 1949). 
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Income (3) Transportation Income (4) Services 
Class | Percent of Taxpayer Units Cumu- Class | Percent of Taxpayer Units Cumu- 
lated from Low Incomes Upward lated from Low Incomes Upward 
(thousand (thousand | ; i 
yen) 1942);1943)1944/1945 yen) 1942);1943;);1944),1945 
5 Sone or We 2OL 2 N 7L.79 5 45.65 | 46.84 | 48.63| 52.81 
8 78.29| 178.44) &4.42| 91.97 8 72,09 | 72.87 | 74.62| 76.19 
12 90.31 \ P18 \ 94.35 \ 95.96 12 87.61 | 88.73 | 89.45|\ 906.38 
20 OMNI 9090 |) 97.88 96.96 20 95,56 | 96.15| 96.38 | 96.67 
30 97.90| 98.20| 99.05| 99.60 30 BOO Ne Sead WSO Maas Le 
50 eee 99420") 99-65 W955. 50 99.62| 99.6L\ 99.65) 99.73 
BO PACS 77276 1 79.50.\\ 99.99 80 99.90\ 99.80\ 99.92| 99.94 
ZORA ee eSSm eS ISS | M99 LION EN 9999 120 OOM EIT Nn 92.950) OF 9S. 
200 -99.92| 99.96 | 99.98| 99.99 200 DTN 72 L299 Ni 99.99 
300 99.96 | L00.00' 99.99 | 100.00 300 YOOMON SN IL.DD | 99.99 GIO 
500 LO00.00 | 100.00 100.00\|  — 500 LO0.CO\ 100.00; 100.00\ 99.99 
1,000 100.00 100.00\ 100.00\ — 1,000 100.00 100.00 100.00\| 100.00 
L00.00 | 100.00\ 100.00| — L00.00\ L00.00\ 100.00\  — 
pee ee Ee SS 


Chart 3. Manufacturing Chart 4. Trade and Finance 
(Gibrat Distribution on Probability Basis) 


99.99 


99 


—-—-— 1948 


O.1 


0.01 0.0) 
(thousand yen) 19 20 40 70 120 200300500 1,000 2 3 5 (thousand yen) 10 20 40 70 120 200300 500 1,000 2 3° 5 


68 THE ANNALS OF THE HITOTSUBASHI ACADEMY [Oct 


Chart 5. Services 


0.1 


0.01 od BE Ne 
(thousand yen) 10 (20 40 70 120 200220 500 1,000 2 3 5 ; 
Various problems arise from these results, but we are limiting our . 
attention to the size distribution among individuals within each industry, — 
which do not differ so greatly. Though the relative share distribution of © 
income changes, the size distribution among them is similar to the indivi- © 
dual distribution as a whole. 


3. Rate of Progressive Tax and Income Distribution 


(a) Comparison of Lorenz Curve : 
There are many methods for analysing the tax burden by different 


income classes, one being the Lorenz curve contrasting the number of 
taxpayers with incomes (before tax) in 1930, 1939 and 1948. The important 
thing in these curves, is not only their area 2, but also their form, and the 
latter is more valuable. The 1939 curve is far from the equality line 
compared with that of 1930, especially in the higher income class. For 
1948, the Lorenz curve lies nearer to the equality line as a whole. The 
income in 1948 in the Chart 6 contains only the amount of self-assessment 
tax return, so it does not show that the higher income class is equalizing, 
or show the probability that the self-assessment income tax is estimated 
lower in the higher income class. More than a half of the tax payers 
(55%) belonged to the class under 2,000. yen in 1930, and above half the 
aggregate income (55%) to the class under 5,000 yen. In the self-assessment 
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tax for 1948, half (50%) belonged to the income class under 70,000 yen, 
and a half of the table income (47%) to the income class under 100,000 yen. 
Having regard to. the price changes after 1930, it is notable that the 
income of self-assessment tax payers has fallen sharply. 

Comparing the percentage of aggregate income with percentage of 
aggregate tax by Lorenz curve, we observe that it changed yearly as 
shown in Chart 7, and‘comparing thesé curves with the relation between 
income and the number of tax payers (Chart 6), we know what effect the 
rate of progressive tax had, that is, the more intense the progression 
becomes, the more the low class goes far from the equality line and the 
high class comes near to it. 


Table 5. Distribution of Taxpayers by Income Classes 


1930 1939 1948 
Percent of Percent of Percent of 
Income Class /Taxpayer Units) Income Class |Taxpayer Units) Income Class Taxpayer’ Units 
Cumulated Cumulated Cumulated 


(thousand yen) 


from Low In- 
comes Upward; 


(thousand yen) 


from Low In- 
comes Upward 


(thousand yen) 


from Low In- 


comes Upward 


Under 1:2 
1.5 
2.0 
3.0 
5.0 
7.0 
10.6 
15.0 
20.0 
30.0 
50.0 
70.0 
100.0 
200.0 
500.0 
1,000.0 
2,000.0 
3,000.0 
4,000.0 
4,000.0 and over 


3.17% 
BLIS 
55.28 
73.21 
58.12 
93.04 | 
96.08 
97.93 
98.71 
99.35 
99.73 
99.85 
gd. 
99.96 
99.98 
noe 
99.99 
99.99 
99.99 

LO0.00 


Under 1.0 
12 

1.5 

2.0 

3.0 

5.0 

9.0 
10.0 
15.0 
20.0 
30.0 
50.0 
70.0 
100.0 
100.0 
200.0 
300.0 
500.0 
700.0 
1,000.0 
2,000.0 
3,000.0 
4,000.0 


'4,000.0and over 


3.16% 
25.50 
45.50 
63.22 
76.52 
58.84 
93.12 
95.93 
WE 
98.52 
99.20 
99.64 
99.78 
99.87 
99.93 
99.96 
99.95 
99.99 
99.99 
EEE 
99.99 
I9.I9 
Boe. 


Under 20.0 
40.0 
70.0 

100.0 
150.0 
200.0 
220.0 
250.0 
300.0 
500.0 
700.0 

1,000.0 

2,000.0 

5,000.0 

5,000.0 and over 


LO0.00 


3.44% 
18.49 
SOLS 
78.21 
58.37 
94.16 
95.47 


| 96.48 


98.09 
99.31 
99.65 
99.82 
99.91 
2299 
100.00 
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Table 6. Distribution of Personal Income and Tax Amounts by Income Classes* 


1930 
Percent of 
Aggregate Aggregate 
Income Tax 
1A) 0.22 
L2.63 2.56 
24.71 Osi 
Oleor, 10.66 
54.54 20.76 
63.18 27.49 
70.70 J4AIS 
77.40 43.26 
61.39 99.20 
85.98 57.30 
90.31 66.75 
92.49 72.30 
94.23 77.01 
96.78 $5.93 
98.54 93.01 
GORE 95.35 
99.76 98.73 
99.99 100.00 
99.99 LO00.00 
LO00.00 T0000 


fos, 9 1948 
Percent of Percent of 
Aggregate Aggregate Aggregate Aggregate 

Income Tax—~ Income Tax 
0.97 O10 070 | O14 
8.54 O.89 6.353 L9I4 

16.83 2.10 46.15 PER EA 
4.27 4.60 47.48 ZETE. 
56.3 7.28 67.76 47.61 
50.47 4.22 78.54 60.64 
58.22 19.33 S153 | 64.46 
65.55 25.41 85.03 | 69.50 
72.09 32,22 88.74 75.43 
76.36 Od OT. 94.3530 85.66 
61.45 45.40 96.41 90.23 
56.56 55.15 97.58 | 93.77 
SITS 60.95 99.14 97 14 
91.74 66.96 9973S: 99.10 
93.71 73.53 100.00 | 00.00 
95.08 78.02 | 

96.49 63.11 

97.70 $8.05 

96. LL 59.59 

98.70 92.80 

OLB iss 95.07 

99.63 | 87.39 

99.79 | 98.80 

LO00.00 | 700.00 


* “Income Class’’ in each year is similar to Table 5. 


Chart 6. Personal Income and Taxpayers 
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Chart 7. Personal Income and Tax 


rs 
1948'// 
a 


50 
g 


/ 
7 { 
40 “1930 id 


Percentage of Aggregate Tax 


0 10 20 30 40 50 60 70 80 90 100 
Percentage of Aggregate Income 


Comparing the form of tax distribution in Chart 7 with the form of 
income distribution in Chart 6 and observing the effect of the rate of pro- 
gressive tax, it will be perceived clearly that its effect was comparatively 
slight: in the higher class and heavy in the lower class in 1948. 

(b) Change of Distribution before and after Tax Payment 

Income distribution changes by tax payment, and again by tax shifting 
and financial expenditure, but from investigations of income distribution 
in the past, it extends to no more than the conditions of income before 
tax payment, because tax statistics in Japan (Annals of the Taxation Bureau 
and Annals of the National Tax Board) are classified on the basis of the 
amount of income and number of tax payers (number of families), and not 
by the tax amount for each class. Such an important classification was 
not made till the Shoup Mission came to Japan. Various analyses came 
to be attempted by this classification, and we shall now investigate the 
change of distribution after tax payment, limited to the analysis of 1948. 

It is necessary to calculate income before and after tax payment per 
person on the self-assessed portion in 1948. Generally, the distribution after 
tax payment compared with that before tax lacks uniformity, especially, 
the group between 200-500 thousand yen is irregular and seems to be unfair. 
The amount of income in the class of five hundred thousand yen is 
estimated much higher by tax collectors, and the tax amount is much 
steeper than in other classes. It appears that tax collectors concentrate on 
this class, for we must not forget that about 85% of the tax payers belongs 
to the class under five hundred thousand yen. 
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Chart 8. Personal Income Distribution, 
Before and After Tax Payment, 1948 
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Table 7. Distribution of Income and Tax 


Income Class | Income before Tax per capita | _ Income after 


| Tax per capita 


Tax per capita 


(thousand yen) (yen) (yen) (yen) 
Under 20 | 19,175 744 | 18,431 
40 35,267 2,538 | 32,729 
70 59,099 6,840. | 52,259 
100 87,164 14,406 | 72,758 
150 126,159 27,821 98,338 
200 175,704 47,218 | 128,486 
220 215,074 64,756! 150,318 
250 241,141 78,298 162,843 
300 283,065 102,064 181,001 
500 397,409 | 164,772 232,637 
700 606,599 295,690 310,909 
1,000 842,927 455,282 387,645 
2,000 1,364,149 824,602 539,547 
5,000 2,888,690 2,146,536 742,154 
| 2,329,698 


5,000 and over 9,685,245 7,355,547 


ia) 
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One problem which comes to the fore is the meaning of the expression 
‘ability to pay,” which differs according to the user. It is not used to 
decide the intensity of the progression rate. It is regarded that the method 
of progression be as smooth as possible. Observing only the table of tax 
rate, it looks as if it is drawn up corresponding to such a requirement. 
It is rather important, however, after tax payment has been made what 
change of income distribution or what type of distribution occurs, in the 
case where the rate of progressive tax is applied. That the income distri- 
bution, after tax payment, becomes zigzag in the above Chart 8, is I think 
because of the present income distribution, and further change of distri- 
bution after tax payment is not considered adequately. For example, 
where income distribution follows ‘‘Pareto’s Law,” and also income after. 
tax is also decided on the same Law, what change of type will be better 
for the general economic welfare?. That is, expressing income before tax 
by #, tax amount by TJ and the deducted amount by &, the following 


expression is obtained ;° 
Jon ee (2 
% E& 


Showing Pareto coefficient before tax by a, and Pareto constant after tax 
by 8, and & must be greater than a, but what degree is best or better 
must be decided not only in connection with the marginal propensity to 
consume for each classes, but strictly in accord with the general standard 


‘ 


* Let us assume that distribution of income before tax follows ‘‘Pareto’s Law’? (N=accumu- 
lative number of taxpayer. x=income amount). 


(1) Gua A, Nit 
Then, income after tax becomes as follows. (7=tax amount). 


(2) ie aT ANE = met 
0 

ES 

t= i= (=) 


(where, be ant, E= aT 


Showing average tax rate by ta 


4 T —_ 
Expressing marginal tax rate by tn 
dT NT? 
) a — — wom) 
Sd j dx : ql : E ) 


(W. S. Vickery, Agenda for Progressive Taxation [1947].) 
Edgeworth thought already (in 1919) that the following law of distribution about income 
after tax payment, that is; 
w—T=ax? 
But, #=income over point of tax exemption, 7=tax amount. 
(F. Y. Edgeworth, ‘‘Graduation of Taxes,’’ Papers Relating to Political Economy, Vol. I1., 
p. 249.) 
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of economic welfare. This problem leaves many unsolved points, but we 
cannot reach any conclusion about the proper degree of progression or about 
fairness of tax burden, unless we secure a rational solution at least of this 
problem. There is no clear solution in welfare economics up to now. 

(c) Degree of Tax Burden by Class 

As to tax burden, we may assume that thexutility function of each 
person corresponds to his money income. ‘Then, how does the tax burden 
advance with increasing income? Showing the income increment by in- 
come classes and the increment of tax by each class, and comparing them, 
the following Table 8 is obtained, which shows that the tax burden in 1948 
did increase much in the class over 500,000 yen. Moreover, that for the 
500,000 yen, class is lighter than that for the 300,000 yen class, and that 
for the class over 5,000,000 yen is lighter than that of the class under 
5,000,000 yen, which proves that the effective tax rate actually applied is 
unfair. Comparing that of 1948 with those of 1930 and 1939, it will be 
perceived that the rate value of tax increment to income increment (47/ 4Y) 
was comparatively heavy in the class of lower incomes in 1948. 


Table 8. Tax Burden in Income Classes 


(1) 1948 
fone gia iced Tncremcit ye. 
Class Income Tax | 

(thousand yen) | ise x | Gon | (%) 
Under 20 | — 32 | iat 

40 16,092 13794. | OL 

70 23,832 | 4,302 | 0.179 

100 | 28,065 7,566 | 0.266 

150 38,995 13,415 | 0.338 

200 49,545 19,937 | < 0.392 

220 39,370 | ace 0.456 

250 26,067 | 13,542 0.506 

300 41,924 | 23,766 | 0.567 

500 114,344 | 62,708 | 0.534 

700 «| ~~ 00,190" * isoers”’ 4 O64 

1,000. | . 236,328 159,592 0.675 

2,000 | 521,222 369,320 | 0.654 

5,000 | . 1,524,541 1,321,934, | 0.867 

5,000 and ie 6,796,555 | 5,209,011 . 0.738 
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(2) 9 31.0 
Increment Increment — 
pieme between between AT | AY 
Class Income -Class Tax Amount 
4T (%) 
(thousand yen) ten) ive) 
Under 12 — — sam 
15 82 2 0.61 
20 442 18 0.62 
30 677 24 0.04 
50 1,398 64 O05 
70 2,069 114 0.06 
100 2,419 174 0.07 
150 3,825 334 0.09 
200 5,102 511 O16 
300 6,968 843, O12 
500 13,786 1,923 O14 
700 16,994 3,242 O19 
1,000 27,983 4,319 O16 
2,000 54,785 11,056 0.20 
5,000 160,738 35,650 0.22 
10,000 311,819 74,153 0.24 ° 
20,000 724,996 188,026 0.26 
30,000 and over 1,338,409 381,571 6.29 
(3) tals (9350) 
= Increment Increment 
pony between | between | ale OE 
Class | Income Class | Tax Amount | 
(2) 
(thousand yen) Cem es (%) 
Under, 10 | = — — 
12 101 1 0.01 
15 242 8 0.03 
20 ) 388 16 0.04 
30 reI 645 39 0.06 
FS Oe al 1,429 107 0.08 
70 2,079 191 0.09 
100 2,436 293 O12 
150 2.099" 563 ONS. 
200 5,042 872 0.17 
300 6,989 1,499 | 0.21 
500 13,810 3,435 | 0.25 
700 20,455 5,764 0.28 
1,000 24,300 ISIE 0.382 
1,500 | 34,933 13,651 0.39 
2,000 55,145 20,664 0.37 
3,000 70,182 30,311 OAZ 
5,000 136,644 65,475 | O48 
7,000 190,700 97,366 0.51 
1,000 80,667 142,182 O17 
2,000 586,847 237,693 O41 
3,000 } 1,282,395 758, 125 0.58 
4,000 1,131,667 622,500 . 0.55 
4,000 and over 1,137,000 570,500 0.55 


tn 
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4. Change in Tax Rate among Business Concerns and Workers 


The share distribution of the income tax burden between workers and 
entrepreneurs during the post-war inflation in Japan changed greatly. The 
following Table 9 shows the tax rate according to incomes in 1931, 1942, 
and 1948, but to facilitate a comparison the deflated index of retail prices 
(by the Bank of Japan) on the 1930-35 basis, on the standard of income 
classes in 1930, is given. 


Table 9. Changes in Income Tax Burden 


(1) Income of Employees 


1930 1941 1948 
Income Daas Tax Income Mars ax Income | ~ Tax Tax 
Class Amount Rate Class Amount Rate Class Amount Rate 
(yew) (yen) (%) (yen) (yen) (%) (yen) (yen) (%) 
100 0 = 202 0 —\ | 11S! 916 4.6 
300 0 — 606 0 — 59,613 7,872 bs Bs 
500 0 — 1,010 17 L7 99,355 17,954 L8.1 
1,000 0 —_ 2,020 87 39 | 198,710 54,055 27.2 
1,200 0 — 2,424 102 4.2 | 238,452 72,044 5.2 
1,500 | 9 06 3,030 | 139 46 | 298,065 | 102,435 54.4 | 
3,000 47 L6 6,060 426 7.Z | 596,130 | 283,347 | 47.4 
5,000 121 24 10,100 1,178 YZ7 | 993.550 TI aossos0 San 
ee ee 


(2) Income of Unincorporated Enterprises 


1930 1941 1948 
Income Tax Tax | Income Max Tax Income Tax Tax \ 
Class | Amount Rate Class | Amount | Rate Class | Amount} Rate 
(yen) (yen) (%) (yen) (yen) (%) (yen) (yen) (4). a 
100 0 ze 202 0 <i foams 1,909| 96 @ 
300 0 — 602 9 WES) 59,613 11,786 L6.8 
500 0 _ 1,010 93 4.3 99,355 24,661 A4S 
' } 
1,000 0 —_— 2,020 129 6.4 198,710 65,773 J 
1,200 9 OS 2,424 164 6.7 238,452 85,064 Gane . 
. : 
1,500 16 L0 3,030 225 7.4 298,065; 110,757 392 . 
3,000 71 24 6,060 579 eo. 596,130} 299,273 56.2 , 
5,000 171 34 10,100 1,431 14.2 993,550| 571,758 boy fer . 
10,000 541 24 20,200 4,225 26.9 \ 1,987,100) 1,316,081 | 66.2 
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Chart 9. Comparison of Effective Tax Rates 
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The change of income tax burden, it will be seen, became heavy 
abruptly in 1948, which tendency has continued since the termination of 
hostilities, though the tax rate is lower, especially for the lower bracket 
income class, 1948 comparing with that of the preceding year. Neverthe 
less, the tax burden became heavy for those in the income class of 300,000- 
500,000 yen. It may furthermore be said that the tax burden is not light 
on workers Who cannot shift their income tax like entrepreneurs. It can 
be said that the tax rate is very heavy on persons with incomes under 
500,000 yen. This tax burden relates only to the income tax, but if we 
consider the indirect tax burden, it cannot be said that the burden on 
entrepreneurs is more heavy than that of workers. Even if the tax burden 
can be reduced under the Shoup recommendations, there remains the fear 
that it would yet be unfair among various income classes, when indirect 
taxes and tax shifting are taken into consideration. 


Ill. National Income and Tax Burden 


The statistics of national income in Japan are incomplete and do not 
make full use of tax statistics. The estimates of workers’ income are based 
chiefly on statistics of wages and salaries as well as the employed popula- 
tion; those of business income chiefly upon the trend of output and prices. 
However, as a measure of the national tax burden, the total tax (net 
amount of national tax and local tax) is usually compared with the national 
income, the rate of which may have the meaning only as an indication of 
the rdle of government functions in national economy. Hence, the ratio 
of average income per person to the tax amount per person does not show 
the real condition of tax burden as it is. 

However, the movement of this ratio is increasing gradually, being 
10.6% in 1946, 18.6% in 1947, 21.7% in 1948, and 26.4% in 1949. On 
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the other hand, real income per capita is still very low, and the increase 
of rate does not approach the advancing tax rate. Moreover, income from 
property, the tax on which had occupied an important place, decreased 
intensely during inflation, because the rate of interest and rentals was fixed 
on a low level, inspite of the rapid advance of commodity prices during 
inflation. The intensity of the tax burden has been increased tremendously 
by the change of share distribution of income and still further by the 
general equalization of income distribution already explained. Taxable 
income and national income (personal income) are different in their scope 
and in estimation basis, but as a matter of reference, we shall compare 
them in similar composition. Taxable income is the amount arrived at 
by adding a portion of the withholding taxes and self-assessment tax, and 
is divided into labour income, business income, property inceme, etc. Labour 
income is wages or salaries, and income from separation allowance; business 
income is that earned by business, agriculture, etc.; property income is that 
accruing from dividends, interest and assests, etc. Other income includes 
temporary income, income from manuscripts, etc. 


Table 10. Composition of Taxable Income 


tatio of 1947 (%) ratio of 1948 (%) 
Labour income 49.02 54.25 
Business income 49.18 44.50 
Property income = 0.99 0.75 
Other income 0.80 0.50 


Table 11. Composition of National Income 


rate of 1947 (%) rate of 1948 (%) 
Labour income 33.60 42.80 
Business income 64.80 55.20 
Property income 1.60 2.00 


Other income 


The gross total of taxable income amounted to 561.7 milliards of yen 
in 1948; and 1,350.2 milliards in 1948; but national income amounted to 
916.9 milliards in 1947 and 1,920.3 milliards in 1948. 

Taxable income and national income are not equal, and no direct 
comparison is possible. Corporate profit is especially involved in the busi- 
ness income of national income. However, the amount of corporate profit 
‘in national income in Japan is very small and has very little influence on 
business income. The assessment part of labour income was only 8.6% in 
1947, and 11.1% in 1948, and about 90% of the tax on labour income is 
derived from the withholding tax. Withholding of workers’ income tax 
is carried out when he receives his pay, but the self-assessment portion is 
collected later. Therefore, the former has handicaps during inflation. The 
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system of self-assessment taxation leaves much to be desired, besides being 
unfair. In the estimates of national income and taxable income, the busi- 
ness income is estimated mainly upon the amount of business turnover, and 
no consideration is given to the change of profit rate during inflation. 

As the analysis of tax burden is mainly carried out from statistics on 
income tax, it leaves many problems for solution, and an international 
comparison of the degree of tax burden is required, having regard to the 
standard of living. An international comparison of living standards does 
not seem so satisfactory, therefore it has not been considered in this paper. 

While it is possible to analyse further given material from various 
angles, it is clear that the management of financial affairs seems not to 
be rational or scientific. On the other hand, it is also clear that economic 
theories on which an accurate judgment could be formed are problematic, 
and do not give an appropriate picture. 


THE BANKING SYSTEM IN JAPAN AND ITS PROBLEMS | 


By SHIGERU YAMAGUCHI 


Professor of Currency and Banking 


I 


The modernization of the monetary system in Japan dates back to the 
time when the Mexican dollar was first imported, as a result of which, the 
treble metallic standard, or parallel standard based on gold, silver and copper, 
which had been in force during the Tokugawa Shogunate, was replaced by 


the modern gold standard, and with its development the banking system © 


began to be well organized. Until the Kawase Kaisha, an exchange firm, 
was established as a banking institution in the Meiji era, exchange brokers, 
pawn-shops and money lenders had constituted the banking institutions in 
Japan. Many of the old style banking concerns found it hard to maintain 
their business towards the end ofthe Tokugawa era, because of the decline 
in the price of silver, which had remained very high after 1830, as shown 
by the parity of gold and silver contained in the old Ichi-Bu-Gin (i.e. silver 
coin of 2.3 momme weight). The parity of the old Ichi-Bu-Gin was 1; 
4.669 in the 8th year of the Tempo era (1837), while the parity of the new 
Ichi-Bu-Gin became unfavourable to silver with 1:5.132 in the 6th year of 
the Ansei era (1859). The parity of gold and silver in foreign countries was 
around 1: 15.5 at that time, and the Japanese parity began to approach that 
of foreign countries with the commencement of foreign trade. 

The decline in the price of silver in Japan hit hardest the traders in 
Osaka who traded much by silver. Furthermore, owing to the prohibition 
of transactions in ‘“Gimme’—a silver monetary unit weighing sixty “‘mom- 
me” to one gold ‘‘Ryo”—in 1867, exchange brokers in Osaka, where trans- 
actions in bills expressed in ‘‘Gimme” were prevalent, failed in succession, 
Accordingly, the Meiji Government sponsored the establishment of exchange 
firms in eight cities, making them financial organs as a new type of bank, 
with the right of issue. But such firms which had no experience in the 
management of the new type of bank proved to be loose in the issue of 
bank notes, and found it very hard to maintain themselves owing ‘to the 
increase of distressed loans around 1872, and were all finally dissolved except 
the Yokohama Exchange Company which was converted into the Second 
National Bank. The national bank system was introduced by Hirobumi Ito 
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from America in the same way as the New Currency Act, 1872, which was 
based on the recommendation of Ito. This bank system was established 
under the National Bank Act, November 15, 1873, the principal purposes 
of which were first to supply funds to industries and second to readjust 
paper money. Gold Certificates (Kinsatsu) and other Government Notes 
which had been issued from the beginning of the Meiji era (1868) became 


difficult either to withdraw or to convert. 


Both the withdrawal and conversion of the Gold Certificates and other 
Government Notes, which had been issued since the beginning of the Meiji 
era (1868), became impossible; moreover, even the paper money issued 
in large amounts by the eight exchange companies became inconvertible. 
Thereupon, the Government endeavoured to make it possible automatically 
to change Government Notes into national bank notes, convertible into gold 
specie, by establishing national banks and thereby to supply funds to indus- 
tries by resorting to the issue of convertible bank notes. This was an at- 
tempt to supply money through commercial banks which was merely an 
imitation of the system in America. The national banks paid 60 percent 
of their capital to the Government in Government Notes, while the Govern- 
ment in exchange delivered 6% Exchequer Bonds for Exchange Gold Certif- 
icates to the national banks, which deposited these Exchequer Bonds with 
the Government and received in exchange national bank notes which they 
supplied through discounts or loans to industrial circles. Forty percent of 
the capital of a national bank was kept in gold specie, which was made a 
convertible reserve. If this plan had successfully been realized, both the 
supply of funds to industry and readjustment of inconvertible notes would 
have been carried out simultaneously. According to the above mentioned 
National Bank Act, the First National Bank was established in Tokyo, the 
Second National Bank in Yokohama, the Fourth National Bank in Niigata 
and the Fifth National Bank in Osaka; the Third National Bank was ap- 
proved to be established in Osaka but failed to open. Since, however, these 
national banks enjoyed little credit with the public and, moreover, there 
were margins between silver and paper money, a run occurred on the bank 
notes issued and, consequently, these banks fell into difficulties in maintain- 
ing their business with the bank notes issued showing little increase. 

Meantime, inflation which had started early in Meiji era became ag- 
gravated, with a consequent greater margin between silver and paper money. 
Hence, only four national banks could get established, and thus the plan of 
supplying funds to industry by national banks proved to be quite contrary 
to expectations. Thereupon, the Government, revising the National Bank 
Act in August, 1877, raised the limit of issue of bank notes to 80% of the 
capital and reduced the restrictions on descriptions of public bonds to be 
deposited with the Government to any kind of public bond bearing over 4% 
interest ; moreover, it adopted the system of conversion of bank notes into 
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Government Notes in place of conversion into gold. As a result, the estab- 
lishment of national banks showed a rapid increase as far as the 153rd 
National Bank in Kyoto in December, 1880, while, on the other hand, 
national bank notes also became inconvertible and, together with the Gov- 
ernment Notes, aggravated inflation. In view of the situation, the Gov- 
ernment decided that no more national bank shotild be established. . 

As mentioned in the beginning of this article, the Government sponsored 
the establishment of exchange firms as the model for a new type of bank, 
while, on the other hand, it encouraged the founding of private banks by 
its policy under the Memorandum of the Commerce Office (Tsusho-shi-Ko- 
koroe-sho), in August, 1871. Although applications for the establishment 
of the Mitsui-Gumi Bank, The Tokyo Bank, The Ono-Gumi Bank, . etc. 
were submitted, the granting of permission was delayed bécause the Goy- 
ernment had not decided a definite policy. However, businesses resembling 
banks were being operated, without Government permission, since the Gov- 
erment allowed them to take their own course. In 1877, such businesses 
were allowed to use the nomenclature ‘‘bank” under the revised National 
Bank Act, and following the example of the Mitsui Bank, which was 
established by reorganizing the Mitsui-Gumi Bank, many private banks 
appeared in succession. The establishment of private banks increased partic- 
ularly after 1880, when the new establishment of national banks was stop- 
ped. They numbered 176 in 1883. 

In the meantime, the Seinan Incident (1878) spurred the inflationary 
tendency which had been progressing since early in the Meiji era, with the 
resultant rise of the Mexican dollar price, and further increasing the margin 
between silver and paper money. One of the countermeasures taken to meet 
the adverse situation was the establishment of the Mexican dollar exchange 
in 1880; another was the establishment of the Yokohama Specie Bank in 
December, 1880 under the National Bank Act, the main purpose of which 
was to collect hoarded silver and to increase the supply of silver by receiv- 
ing deposits in gold specie and making payments in silver, thereby to force 
down the price of silver. Of the total capital of that bank amounting to 
3,000,000 yen, 1,000,000 yen represented Government investment and 400,000 
yen private investment paid in silver; the remaining 1,600,000 yen was 
subscribed in paper money. But the Yokohama Specie Bank suffered a 
great loss due to the margin between silver and paper, far from eliminating 
the margin due to transactions in specie. Hence the bank changed its policy 
by making foreign exchange transactions its main business in 1884. The 
bank was at first established according to the National Bank Act, and was 
granted loans without interest or at a low interest by the Government, but 
in 1890, it was converted into a foreign exchange bank as a special branch 
of a commercial bank under the Yokohama Specie Bank Act, conducting 
foreign exchange business by obtaining loans at low interest from the Bank 
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of Japan, and thus contributing much to the development of foreign trade 
in Japan. 


Te 


As has. been mentioned, the banking system early in the Meiji era was 
such that gold specie and Government Notes were supplied by the Mint 
Agency and the Note Money Office respectively, which were operated on a 
Government enterprise basis, while as regards the issue of bank notes a 
system of multiple bank issue on a commercial bank basis was adopted. In 
brief, both exchange firms and the national banks issued paper money, and 
supplied funds to industries mainly through commercial loans, while private 
banks, without being allowed to issue bank notes, collected funds through 
deposits and supplied them in the form of short-term loans. 

With the system of multiple bank issue proving a failure owing to the 
unsatisfactory results under the national bank system, the policy was changed 
in favour of a central bank system under which the issue of bank notes was 
conducted by a single bank. 

On March 1, 1883, the Finance Minister, Masayoshi Matsukata, who 
had been exerting great efforts to accomplish the difficult task of readjusting 
the paper money by resorting to a decisive deflation policy, suggested to the 
Cabinet to establish a central bank, as a consequence of which the Bank of 
Japan Act was promulgated in June, 1883. On October 10 of the same year, 
the Bank of Japan was established as the “‘ Bank of banks,” with a capital 
of 10,000,000 yen, half of which was invested by the Government, being 
duly authorized to issue bank notes. However it failed to issue convertible 
bank notes, since there was still a margin between silver and paper money. 

An amendment of the National Bank Act effected on May 5, 1884, 
prescribed that (1) the business period to be allowed a national bank shall 
be full twenty years from the date of license to commence business, and 
after that period the bank be allowed to convert into a private bank; (2) 
a national bank must wipe off the bank notes issued during its business 
period. 

Since the principle of disposing of national bank and national -bank 
notes was thus decided, the Convertible Bank Notes Act was enacted by 
the Ordinance of May 26, 1885. Since the readjustment of paper money 
planned by Masayoshi Matsukata thereby progressed steadily, with the 
resultant elimination of the margin between paper money and silver towards 
the end of 1886, the conversion of Bank of Japan Notes was commenced 
from January 1, 1887. Thus the Bank of Japan became the central organ 
of the banking system throughout Japan as the ‘“‘ Bank of banks,” being 
authorized to issue convertible notes based on specie reserve. 
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The national banks, which it had formerly been decided should be 


dissolved, transferred their main business to deposits with the progress of 
the liquidation of bank notes issued by them, and came to be reorganized 
as ordinary banks (Futsuginko) together with the aforementioned private 
banks under the Bank Act promulgated in July, 1894. Ordinary banks, 
numbering 545 at the end of 1894, constituted the commercial banking 
system under the control of the Bank of Japan, among them, however, 
local banks, which found it hard to maintain themselves by handling only 
commercial credits, also conducted loans on the security of farm land and 
other real estate. Agricultural credits had hitherto been handled by private 
money lenders who loaned money at usurious interest, and under these 
circumstances ordinary banks soon succeeded in entering this line of 
activity. ‘ 

In the meantime, the industrial revolution in Japan made steady pro- 
gress following the lead of foreign industries, even railway construction 
showing considerable development. The deflation policy pursued by Ma- 
sayoshi Matsukata for readjusting the paper money, which had been contin- 
ued until the end of 1886, was responsible for bringing Japanese economy 
into an excessive depression on the one hand, while, on the other hand, it 
forced down commodity prices, the general price index declining from 86 
in 1882 to 54 in 1887, causing the margin between silver and paper money 
to disappear (a one yen silver coin equalled 1.73 paper money in October, 
1882, while it was exchanged at par at the end of 1886). Consequently, 
conversion of the Bank of Japan Notes was comrhenced from January 1, 
1887 and a silver standard was actually established in Japan. Under this 
stabilized financial situation, Japanese industry showed remarkable develop- 
ment, also rising to a higher international standing. Hence, business fluc 
tuations in Japan became closely connected with the international situation, 
as proved by the panic in 1891 in connection with the Sherman Silver Act, 
1890, in the U.S. A. 

While Japanese economy in the middle of the Meiji era thus started 
development, industrial credits were granted by ordinary banks with the 
Bank of Japan as the central organ; or by short credit financial institutions. 
Ordinary banks at that time bore some resemblance to deposit banks in 
England or to national banks without the right of issue in America, secu- 
ring funds by deposits and making their main objective the granting of 
short term credits to industries. Meanwhile, comparatively long term credits 
and immovable credits were advanced mostly by private money lenders in 
which local banks participated to some extent. Needless to say, however, 
the development of Japanese industry could not sufficiently be supported by 
only such short term credit financial institutions. Under those circumstances, 
the long term investment financial institutions appeared after the Sino- 
Japanese War (1895-1896) as described below. The Japan Hypothec Bank 
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was established under the Japan Hypothec Bank Law, April, 1897, starting 
business from August, 1898. Its aim was the granting of long term credits 
through loans secured on immovables with the funds raised by issuing long- 
term bonds. With agricultural credits as the main business, it handled also 
some other business. Under the Agricultural and Industrial Bank Law, April, 
1897, an Agricultural and Industrial Bank was established in each prefecture 
after 1899, with the object of granting small credits with funds raised by 
issuing Agricultural and Industrial Bank bonds. At the end of 1901, these 
Banks totalled 46, with one in each prefecture. Moreover, under the Hok- 
kaido Development Bank Law promulgated in March 1900, the Hokkaido 
Development Bank was established as an immovables bank on a scale larger 
than the Agricultural and Industrial Banks, in view of its larger business 
area. 

Although all these banks were undeniably necessary for the development 
of Japanese economy, it was hard for them to carry on in their too big 
scale. Admittedly they contributed much to agricultural economy in Japan, 
but there was not enough business to maintain as many as 46. On the 
other hand, local ordinary banks were obliged to go into the field of im- 
movable credits and agricultural and industrial credits, competing with the 
above mentioned immovables credits banks, since they could not maintain 
themselves solely by commercial credits. Consequently, the prefectural Ag- 
ricultural and Industrial Banks were gradually merged from 1921 with the 
Japan Hypothec Bank as branches of the latter. 

The Japan Industrial Bank came into being under the Japan Industrial 
Bank Law in March, 1901. Its functions are a credit mobilier with the 
object of financing various manufacturing industries, railways, mining, con- 
struction etc., with funds raised by the issue of Industrial Bank Bonds. This 
Bank also had to tread a thorny path in competition in many spheres with 
the Japan Hypothec Bank. 

These credit mobilier and immovables banks were not necessarily restrict- 
ed in their activities to the original objective, while ordinary private banks 
also granted industrial credits in the form of short term credits and, as a 
consequence, supplied funds for capital equipments. The banking system 
of Japan was thus established by combining the financial institutions for com- 
mercial credits, which consisted of the Bank of Japan and ordinary banks, 
and the financial institutions for movables as well as immovable credits which 
financed new investments. The sphere of activity in banking thus established 
was completed as a system based on the industrial circulation of currency, 
which will later be explained. With this banking system as the nucleus, 
savings banks were established under the Savings Bank Law promulgated 
in 1891, enforced in July, 1894, for the deposit of small amounts. Credit 
associations were established under the Industrial Association Law in 1901, 
and thus the whole banking system was completely established. Such an 
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orderly division of activities in banking undoubtedly contributed much to 
the development of Japanese economy, though there were some pyertonping 
in their business sphere. 

Ordinary banks numbered 1,867 in 1902, the highest ever recorded, after 


which they decreased in number due to the tcileaies to amalgamate, though | | 


showing an augmentation of capital. 

Japanese economy pursued a steady development ie the Russo-Japanese 
War (1905-1906), to attain a very high level during the First World War, 
after which, however, inactivity prevailed for a long time, during which 
gold reserves became depleted due to the depression, which was world wide. 
After the Manchurian Incident (1931), business activities recovered, but, dur- 
ing the Second World War, Japanese econony was forcibly driven into a 
totalitarian controlled economy, and banking in Japan was put on a war- 
time footing, with the Financial Control Association for the whole of Japan 
as the central organ, all financial institutions being controlled by the State. 
In addition, many public banking corporations (Kinko) were established. 


After the surrender, the reconstruction of post-war Japan was started 


along democratic lines, and the utmost efforts have been exerted to attain 
a return to free economy. For this purpose, reforms aiming at peace and 


freedom have been predominant, and needless to say the financial system — 


has not been an exception in this regard. 


III 


It must be admitted that the monetary system in Japan, at least in its 
functions, swerved under the controlled economy in force during the war, 
but the monetary system based on a division of activities in banking, estab- 
lished during the middle of the Meiji era (1868-1912), remained as ever the 
nucleus, being supplemented only by various financial institutions and control- 
led in its functions. After the war, however, when reconstruction of Japanese 
economy loomed up as the subject at issue, the banking system has been 
fundamentally destroyed. Put in concrete terms, the so-called special banks 
(established according to the respective special iaws), except the Bank of 
Japan, and the ordinary banks established under the Bank Act, 1894 and 
the Bank Law, 1933, or the revised Bank Act, and all savings banks have 
been reorganized as ordinary banks; the Yokohama Specie Bank, the Japan 
Industrial Bank, the Japan Hypothec Bank, the Development Banks and 
savings banks were changed to ordinary banks functioning as short term 
financial institutions with the character of commercial banks and deposits 
banks. However, since it cannot be said that Japanese economy needs no 
more long-term credits, long-term credit banking has not necessarily become 
useless for the democratization of banking. And since Japanese economy 
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“cannot be sustained only by a short-term credit banking system, it is ex- 
| pected that further rationalization of the division of activities in banking 
' will be revived some time in the future. Although one cannot speculate 
as yet in what form the banking system of reconstructed Japan will be 
established, it is to be earnestly hoped that it will be based on historical 
| facts and be backed by the correct theory of exchange economy. 
Financing is the supply of funds, on the one hand, and the raising of 
funds, on the other; briefly, it is nothing but the borrowing and the loan 
of funds. Borrowing and lending are conducted between any economic 
concerns, but in modern exchange economy, banks constitute the center 
of such monetary transactions, and most of the funds held by society center 
in the banks and are then dispersed to society. Such relationships in ex- 
change economy constitute the substance of the whole banking system; that 
is, the keynote of banking in a country lies in the fact that banks collect 
funds, on the one hand, and give credits, on the other. What necessitates 
such accommodation of funds is the buying and selling of goods, principally 
constituted by the trading of goods, and the pivot of trade in goods is the 
trade of annual products. There are various trades, besides buying and sell- 
ing of annual products, such as the buying and selling of land and other 
resources which are not products, and buying and selling of capital equip- 
ments invested that are products in the past or their titles to capital stock. 
But the trade in goods annually produced is the biggest in volume and 
most important in that it constitutes the keynote of exchange economy, 
and it matters little if we neglet for the present the trades that are not 
included in this category. 

Annual products go from the stage of production into the market, and 
after circulating therein, finally lose their marketability by being used for 
the recovery of capital loss, for consumption or for the increase of product- 
ive capacity by investment. Such is the life of products as merchandise, 
and money (it is money when viewed from the standpoint of the market, 
while it can properly be said to be funds as a source of purchasing power 
when viewed from the standpoint of the subject of receiving or paying it) 
is supplied for the purpose of making possible the circulation of these pro- 
ducts. 

Money is supplied in consequence of the price formation at the time of 
trade in products and the money thus supplied is given a particular charac- 
ter in the respective trade. Products are composed of the following two 
parts, discriminated according to their price formation; one is the annual 
products, with capital melted into them in the case of price formation, 
which should be called back for recovering the original status of capital in 
the necessity of maintaining the capital, and the other is a quite new pro- 
duct, or net income which can be divided into consumption and savings. 
The money supplied according to the price formation of the products is 
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given the character of money capital as well as money income, the ‘latter 
being classified into money income available for consumption and money 
income available for savings. 

Under conditions where no substantial money exists and only bank notes 
are made final money, this money is formed and supplied as bank funds by 
being created or absorbed by banking institutions for meeting the necessity 
of circulation of products. When the products circulate within the market, 
after departing from the stage of production, the persons who are concerned 
with buying and selling of the goods are merchants, who pay and collect 
funds through buying and selling. Since the term between buying and sell- 
ing is ordinarily short, it is reasonable to assume that the funds to be sup- 
plied by bank credits are short term funds, which are created by bank notes 
and transfer deposits, and the absorbed funds available as short funds. Such 
short term funds are supplied through the discount of bills or loans on bills 
as a means of financing the circulation of products. The funds thus grant- 
ed as short credits, therefore, are paid as the price for the products to the 
producers, being given the character of money capital and money income. 
The money capital received by producers is paid to capital goods merchants 
for recovering the loss of capital goods or is paid as the price of raw mate- 
rials to raw material merchants. And thus the money capital of producers 
becomes money capital of capital goods merchants and raw meterial mer- 
chants, who will then buy fixed capital goods and raw materials, which 
constitute the merchandises proper to their businesses, for making them- 
selves ready to meet the requirements of producers in the following year. 
The business assets of these merchants, aside from profits, only circulate in 
the following way; money capital—merchandise capital—money capital, and 
when they take the form of money capital, they are deposited with bank- 
ing institutions as business deposits. Meanwhile, the capital flowing into the 
annual products cannot be reduced unless reduced reproduction be admitted. 

The money income corresponding to the net products is distributed as 
income by the producer to those contributing to the production, and then 
is divided into money income available for consumption and money income 
available for savings. Some of the former is deposited with banking institu- 
tions until it will be used for purchasing consumption goods which are part 
of the products, while the latter is transferred (or deposited) to the banking 
institutions as savings deposits and proceeds of issued bank bonds and lent 
to agriculture and industry through ordinary loans and for underwriting 
stocks or debentures. With bank notes and transfer deposits as the main 
source, to which also available consumption deposits, business deposits and 
the government deposits are added, short-term bank credits are given for 
financing circulation of products by means of discounting bills and loans 
on bills, while, on the other hand, the savings income which returns to 
the banks, the saving deposits and the funds raised by issuing bank bonds, 
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are used in the form of long-term credits for supplying equipment funds to 
agriculture and industry, and the entrepreneurs invest the above mentioned 
funds in their businesses by purchasing investment goods, or a part of the 
annual products, and the funds become extinct after thus making the final 
circulation. 

The money and funds, which are thus supplied when the annual pro- 
ducts are produced, return to the original supplier of the money and funds 
when the products lose their marketability, and illustrate in a balance sheet 
of a bank the movement of short-term funds vis-a-vis short-term credits 
and long-term funds vis-a-vis long-term credits, constituting thereby the 
banking circulation. This is the reason why bank funds should qualit- 
atively be associated and quantitatively be balanced with bank credits. 

Such bank funds and bank credits, which characterize exchange econ- 
omy, together with treasury deposits and treasury credits, which represent 
the relationship between public finance and economy and between public 
finance and banking, constitute a balance sheet of the whole banking cir- 
culation, a well balanced status between the funds and credits being required 
within its complicated movements. ‘This equilibrium is caused by liquidity of 
bank funds in relation to bank credits, and is maintained during several days 
at the shortest and fifty years at the longest, the fact being verified by the 
existence of demand deposits vis-a-vis discount on bills in commercial credits 
and bank bonds vis-a-vis loans in yearly instalment in agricultural credits. 

To maintain this status of correspondence caused by the liquidity of 
bank funds in relation to bank credits is the fundamental principle in the 
management of a banking business, and the harmony between profit rates 
and soundness should be sought in this ‘‘reasonable maintenance of liquid- 
ity.” However, it is naturally difficult for one bank to operate all kinds 
of banking business based on liquidity, the period of which ranges from 
several days to several decades, and such difficulties are avoided by the 
specialization of banks with regard to their functions according to the 
extent of the development and complexity which industry and society attains. 
In other words, the specialization of banks arises when bank funds and bank 
credits are combined by several different types of liquidity which meet the 
requirements of industry and society. 

When the issue of bank notes and transfer deposits, on the one hand, 
and the discount of bills and loans on bills, on the other, are made the 
main business of a bank, a commercial bank comes into existence; when 
functions such as the issue of bank notes and the rediscounting of bills are 
charged on one bank, a central bank, or central organ of all commercial 
banks, comes into existence. 

When the funds absorbed from income available for savings are com- 
bined with industrial credits, credit mobilier as an industrial credits organ 
comes into being, and when the same funds are combined with agricultural 
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credits, an agricultural Sank (or an immovables bank, though a little dif- 
ferent in character from an agricultural bank) comes into being. When a | 
commercial bank makes the discounting of foreign exchange bills its main |) 
business, a foreign exchange bank comes into being separately. Sometimes | 
a colonial bank is established in the form ofa combination of foreign ex- 

change bank, a central bank and an agricultural bank. 4 

Such a specialization of banks comes into existence as a natural con- | 
sequence of the development of production and circulation of products, — 
which necessitates supply money or funds, like blood to the human body, 
as it were, for its satisfactory attainment. Therefore, the development of 
industry and the specialization of banks keep pace with each other in their © 
nature, and neither of them can get ahead nor fall behind the other. If 
the specialization of banks is in excess of necessity, getting ahead of the 
development of industry, the bank will find it hard to maintain itself and 
finally will be reduced to a level corresponding to the degree of develop- 
ment of industry. 

The specialization of banks which thus comes into being comsenatme a 
reasonable banking system, and contributes to the development of the ex- 
change economy of a country with a portion of the banking business ators 
ted to each. 

In any country, however, there are some kinds of banking outside ine 
scope of the above mentioned banking circulation, and these are conducted 
by banks or by other financial organs. The money market in each country, 
therefore, is constituted by the addition of financial institutions other than 
those in the above mentioned banking system. 

And thus the money market in each country covers a reasonable bank- 
ing system, established in accordance with the exchange economy of the 
respective country, which, at the same time, by adding other financial 
institutions, forms the present money market as a result of historical 
development. Now if we reflect on the Japanese banking system, it is — 
understandable that the specialization of banks in Japan is based on the ~ 
theory explained in this chapter, with the only exceptions where it got — 
ahead of the industrial conditions, and consequently the established specializa- 
tion of banks encroached on another’s sphere. These evils, however, were 
remedied as a result of the economic prosperity of Japan during the period 
of the First World War. Although the banking system in Japan after the 
termination of the last war has been remarkably simplified, it cannot be 
considered that movables and immovable financial institutions will not be 
needed any more in the future. The reform of the banking system, including 
the revival of these kinds of financial institutions, should be carried out 
some time in the future, based on the theory of the banking circulation of 
money explained above. , 
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